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HE POSTMAN is not the only one that rings 
twice. The tax stork also made a double deliv- 
ery this year. The first call of this air trans- 

port for newcomers was after the normal span of 
gestation, and it heralded a defense tax consisting, 
simply and primarily, of rate increases in certain ex- 
isting taxes. The second time it alighted, the story 
was altogether different. The new charge was born 
out of haste and confusion rather than love. Prema- 
ture and dazed, there’s no telling whether the young- 
ster will survive the year. In the meantime, the child 
has been sub-christened “The Excess Profits Tax Act 
of 1940,” although it is going to be so difficult to get 
on speaking terms with the infant, that a more appro- 
priate connotation would be “an Act to relieve unem- 
ployment among tax lawyers and accountants.” 


Our task here is to tiptoe quietly up to the cradle 
and look-see. Knowing we are up against a tough 
baby, perhaps we might first get our general bearings 
from a quick and even superficial glimpse before we 
attempt to be analytical, anatomical and economical. 
Here then is about the story, on the preliminary basis 
of reading while we run. 


Preliminary Size-up 


As a result of the new law, corporations are now 
liable for a triple decker of income taxes. First, there 
is the regular income tax. And then, there are two 
separate and distinct excess profits taxes. (Of course, 
there are other taxes, like the tax for improperly ac- 
cumulating surplus, and the tax on personal holding 
companies, but these others are special and apply only 
under limited circumstances. ) 

The regular income tax applies to all taxable earn- 
ings, whether excess or not. The rates run from ap- 
proximately 15 percent to 19 percent when the 


corporate income for the year is less than $25,000, 
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and 24 percent when the income is over $25,000. One 
excess profits tax has been in effect for some time. 
Its rates for 1940 will be from 7 percent to 13 percent, 
depending on how high the earnings go over the value 
declared by the corporation for its capital stock. The 
second excess profits tax is the new one. (All refer- 
ence to the excess profits tax is to this new tax and 
not the old one, unless otherwise indicated.) Its rates 
are from 25 percent to 50 percent. At the top rates, 
the combined effect of these three taxes is a tax of 
67 percent. (The exact rates for these three taxes 
are set forth in Table I, page 660.) 

The new tax applies for the calendar year 1940, or 
the fiscal year beginning in 1940 for corporations that 
do not file on a calendar year basis. (Reference alone 
to 1940 or to January 1, 1940, will frequently be made, 
for simplicity, though also applicable to a fiscal year 
and date starting in 1940.) In figuring the new tax, 
a corporation may, each year, select the more favor- 
able of two ways of determining what profits are 
excess and what profits are normal. One way makes 
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the earnings experience of 1936 through 1939 the 
criterion. Ninety-five percent of the average profits 
of that period are treated as normal earnings. The 
1940 profits above that are taxed. The second way 
makes the capital investment the controlling thing, 
and exempts 8 per cent of the investment. Under 
both the earnings and capital investment methods, 
there is a flat additional exemption of $5,000. 


Table I 
Corporation Income Tax Rates for 1940 


Regular Income Tax 
Income under $25,000: 


Tax Rate 


First $5,000 14.85% 
Next $15,000 16.50% 
Next $5,000 18.70% 
Income over $25,000 * 24.00% 


First Excess Profits Tax 
On the income greater than 10% but less than 15% of 
declared value of capital stock 6.6% 
On the income greater than 15% of declared value of 


capital stock 13.2% 
Second Excess Profits Tax 
Excess profits: 
First $20,000 25% 
Next $30,000 30% 
Next $50,000 : 35% 
Next $150,000 _ 40% 
Next $250,000 45% 
Over $500,000 50% 


Corporations that first get started in 1940 can use 
only the capital investment method. A special com- 
putation applies to corporations that got started be- 
tween 1936 and 1940. A corporation that starts anew, 
but is really successor to one that was in existence 
during 1936 through 1939, stands in the shoes of its 
predecessor, and uses the predecessor’s figures. This 
principle applies to mergers of several corporations 
into one, or the split-up of one corporation into sev- 
eral. Corporations and their 95 percent owned sub- 
sidiaries can, at their option, file consolidated returns 
or separate returns. 


Capital investment is of two kinds—equity capital 
and borrowed capital. All of the equity capital, but 
only one-half of the borrowed capital is considered as 
the capital investment for the purpose of this tax. 
The equity capital is determined primarily by the 
amount of cash and property paid into the corpora- 
tion for stock or surplus, plus accumulated earnings 
and profits. Borrowed capital is the capital repre- 
sented by any written promise to pay. This means, 
in addition to bonded debt and mortgages, bank loans, 
trade debts and officers’ credit balances, if in note form. 

* There is a ‘‘notch provision’’ for corporations with income be- 
tween $25,000 and $31,964.30. The tax is $4,152.50 plus 38.3% of the 


income over $25,000. Another notch is on income between $31,964.31 


and $38,565.89. The tax is $4,250 plus 36.9% of the income over 
$25,000. 
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Under the earnings method, if instead of profits 
in 1936-1939 there were losses in any of the years, the 
average is regarded as the results of the best three 
years, divided by four. 
but only one, is figured as zero instead of as a nega 
tive quantity. 


In other words, one loss year, 


While in the earnings method the 
dominant factor is the amount of profits, capital in 
vestment also plays some part, in that a net increase 
in the equity capital during 1940 adds to the earnings 
exemption by 8 percent of the additional capital, and 
a net decrease in the equity capital reduces the exemp 
tion by 6 percent of the decrease. 


The profits on which this tax is calculated may be 
altogether different from the profits for regular in- 
come tax purposes. One of the most important differ- 
ences is that in determining excess profits, gain or 
loss on the sale of securities or other capital assets 
held over eighteen months is disregarded. So also, 
dividends received by the corporation are not con- 
sidered as part of taxable income. Furthermore, the 
regular income tax is treated as a deduction. These 
adjustments apply not only for 1940 but also for 
1936-1939. 


In addition, for 1936-1939 (when the higher the 
income the better for the corporation) no deduction 
need be made for losses from fire, theft, storm, or 
demolition or abandonment of property, or for AA \ 
taxes repaid to customers, or for abnormal claims or 
judgments paid by the corporations, even though 
those items were allowed in 1936-1939 as deductions 
for income tax purposes. Corporations also get 
“break” in that any income in 1940 from recoveries 
on prior years’ bad debts is not included in excess 
profits, while if there is such income in 1936-1939 it 
need not be eliminated. 


Where the capital investment method is used, there 
is an additional adjustment. Since one-half the bor 
rowed capital-is treated as part of the capital invest 
ment, one-half the interest on this borrowed capital 
is eliminated from the income deductions. 


The idea behind all these adjustments is to appl) 
the tax only to the regular recurring business profits. 
unaffected by outside windfalls or losses. Toward 
this end, provision is also made for cases where there 
is received in 1940, income that is unusual in char 
acter or amount and is really applicable to past or 
future years, such as on long-term contracts, or re 
search and patent work going back more than a year. 
or realization on claims, or change in accounting 
method. In all such cases, the abnormal amount t> 
taken out of 1940 excess income and disposed of in j 
special way. The tax authorities are also empowered 
to make allowances for any other abnormality in 1 
come or capital investment. 
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So much for the bird’s-eye view approach to the 
excess profits tax. Now we must get closer to the 
ground. Even then, however, it is hardly wise or 
feasible to explore every highway and byway. Prac- 
ticality dictates that we be selective, that we eschew 
the narrow terrain of limited appeal, but instead, we 
confine ourselves to the broader stretches on which 
we are likely to tread daily. (Accordingly, few of 
the phases applicable to foreign corporations are dealt 
with.) Furthermore, our own interest is probably not 
so much in what the law says—although heaven 
knows that’s problem enough—but rather in some of 
the difficulties and quirks flowing from what the law 
says, and also some channels of tax economy pro- 
nounced by the law. We'll therefore try to do obei- 
sance to these three urges. 


More Detailed Analysis— 
Exempt Corporations’ 


Perhaps the first thing to do is to clear the road of 
those corporations who can thumb their nose at the 
excess profits tax, because they are scot-free of it. 
This enviable group includes all corporations that go 
their merry way unfettered by the regular income tax. 
In the select coterie are also personal holding com- 
panies, mutual investment companies and some of 
the companies registered under the Investment Com- 
pany Act. The charmed circle includes, too, the 
“furreners’—foreign personal holding companies, the 
foreign corporation not doing business here, and the 
domestic corporation doing almost all of its business 
abroad. 


The domestic (not foreign) personal service corpo- 
ration can open or close the door to exemption, at 
will. However, its fingers may be jammed when 
questioned about its right to get near the door. To 
qualify, its stockholders owning 70 percent in value 
of each class of stock throughout the year, directly 
or through members of their family, must, among 
other things, be “regularly” engaged in the “active” 
conduct of its affairs, and the corporate income must 
be due “primarily” to the activities of these stock- 
holders. Capital must not be a “material” income 
producing factor, and there can be no “trading as a 
principal” for more than half the gross income. 


All of the quoted words, steeped as they are with 
equivocation, are potential battlegrounds. If all of the 
hurdles are negotiated, the price of exemption— 
assuming the corporation elects to be exempt, by so 
signifying in its regular income tax return—is the 
taxation of its income for the year (with certain ad- 
justments) to those who are its stockholders at the 
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end of the year, almost on the same principle and 
workings as a consent dividend.® 


Excess Profits Credit Alternatives 


Mere existence prior to January 1, 1940, and not 
the actual conduct of business, is the gateway to the 
right to use either the income or invested capital 
method of reaching the excess profits credit. Barring 
such existence, the invested capital method alone pre- 
vails. The January 1, 1940, date is absolute and not 
affected by a fiscal year. 

However, the right to the income method is for- 
feited if the corporation doesn’t file “a return.” Pre- 
sumably the return referred to is the excess profits tax 
return (required of corporations with $5,000 or more 
of excess profits tax income) and not just any return. 
3ut this is none too clear. In any event, because a 
timely return is the sine qua non for admittance past 
the pearly gates of the income method, it may be de- 
sirable for corporations to file a return and designate 
its election of that method—if that be the method they 
want—even though, as they figure it, they have less 
than $5,000 excess profits tax income, and are hence 
not required to file a return. Such a return would be 
a safety valve against a different version by the Com- 
missioner of the size of the income. If it were later 
established that excess profits tax liability did exist, 
the filed return and indicated election would prove a 
saviour, whereas the absence of the return would con- 
fine the corporation to the use of the invested capital 
method exclusively. (Incidentally, with the require- 
ment that returns be filed within two and one-half 
months after the close of the taxable period, corpora- 
tions that in 1940 changed from a calendar year to a 
fiscal year ended any time up to June 30, were already 
and automatically in technical default at the time the 
excess profits law was enacted!) 

An exception to the life-begins-prior-to-1940 rule 
is that of a corporation coming into existence during 
1940 but absorbing another corporation that was in 
existence four years before the new corporation’s tax 
vear begins. The new corporation then performs like 
the old. The absorption must be along the lines of 
merger, consolidation, liquidation of a controlled cor- 
poration, or issuance to the old corporation, for its 
assets, all of the stock of the new.*® 

Under both the income and invested capital meth- 
ods, a corporation starts with a $5,000 flat exemption. 
A further addition to the exemption may be experi- 
enced first in 1941, and that is the carry-over of the 
unused excess profits credit for the preceding year. 
This additional exemption is limited to those cases 
where the net income for normal tax purposes in the 


* Sec. 712(a). 
5 Secs. 740(a), (d), (f), 741. 
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second year (after the credit for dividends and inter- 
est on certain securities of the Federal Government) 
is not over $25,000.° If the income is $25,000.01, it’s 
just too bad, as no “notch provision” applies here. In 
other words, one cent of income may mean the difference 
between paying a hefty excess profits tax or none at all. 

Interesting too is the fact that the $25,000 yard- 
stick is the normal tax net income. The income for 
excess profits tax purposes may be a million dollars 
(because of the elimination of capital losses or other 
adjustments). The carry-over, therefore, is not lim- 
ited to $25,000, but is unbounded in amount up to the 
excess profits tax income, provided the normal tax 


income is not over $25,000. 


Furthermore, the exchange provisions that attempt 
to deal with situations of corporations breaking up or 
building up, do not appear to touch this carry-over 
deduction. Presumably, therefore, it accrues to the 
one corporation, and only that one, no matter what 
happens to the corporation thereafter. How the thing 
will work out with consolidated returns and shifts in the 
affiliated family, is something that will undoubtedly be 
covered in the Commissioner’s regulations. 


Invested Capital 


Invested capital is subject to daily pulsations. That 
is, the invested capital is the average for the year 
determined on a daily basis.’ The daily frequency can 
be suspended by the Commissioner if he finds that 
the suspension won’t make more than a $1,000 dif- 
ference in invested capital.§ But since, in order to 
determine the difference, the daily computation will 
have to be made, except in obvious cases, we'll be in 
the position of the fellow who strenuously hunts the 
rabbit, and finally, when in a position for the kill, 
says “the hell with it.” 

Invested capital has three ingredients—equity cap- 
ital, borrowed capital, and, by way of deduction, inad- 
missibles. The sources from which equity capital ® 
may flow are money and property paid in for stock 
or as paid-in surplus, or just as a general contribution 
to capital. Accumulated earnings and profits also 
swell the invested capital waters as do, strangely 
enough, certain distributions by the corporation, if 
the distributions be in stock. 


The amount included for property paid in, and still 
owned by the corporation, is the basis on which loss 
would be figured—not gain or loss, but loss. This 
means, in the case of property acquired prior to March 
1, 1913, cost. Also in the case of property acquired 
by gift, as distinguished from contribution to paid-in 


® Sec. 710(b). 
7 Sec. 716. 
8 Sec. 715. 
® Sec. 718. 
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surplus or capital, it means the giver’s cost or the 
value at the time of the gift, whichever is lower. 

However, here is an eyebrow-raiser: if the property 
has been previously disposed of, it is not the basis un 
der the law prevailing at the time of the sale that 
counts, but rather the basis it would have had under 
the present law. That’s going to call for some weird 
adjustments. The provisions about basis have under- 
gone tall change over the years. To comply with this 
invested capital requirement, it will be necessary to 
go back to every sale of property from 1913 on up, 
and apply the present rules as to basis ex post facto, 
with the resulting invested capital additions or 
reductions. 

These adjustments are not revisions of earnings 
and profits, because in the concept of earnings and 
profits now expressed in the law for the first time, 
we are told that the measuring stick on property sales 
(or other disposition) is the basis under the law that 
was in effect at the time of the sales.1° The going 
will be particularly hard in those cases where a 
stepped-up basis was available for some years and 
the property was thereafter fully depreciated on that 
basis, but where the present law does not allow the 
step-up. What was gained income-tax-wise will now 
have to be given back invested-capital-wise. 

In the case of accumulated earnings and profits as a 
component of equity capital, it is the amount at the 
beginning of the year that counts. (If there is an 
operating deficit, as distinguished from a deficit due to 
distributions in the absence of earnings and profits, 
presumably no decrease is to be made on that count 
from other items of invested capital. Strangely 
enough there is no provision about zero being the irre- 
ducible figure, although there is such a provision in 
the case of income for 1936-1939, and elsewhere.) 
There is no averaging of the increment for the year’s 
profits, and no diminution for the year’s distributions 
as long as they don’t exceed the year’s profits. 

The whole situation regarding distributions bears 
review. Distributions in the absence of earnings and 
profits reduce invested capital. In any particular 
vear, the full vear’s earnings and profits (without 
deduction for the year’s excess profits tax) are deemed 
available throughout the vear. Beginning with 1941, 
this will be subject to an exception in the case of 
dividends distributed in the first sixty days of the 
year. Such early distributions will be regarded as 
coming out of the earnings and profits accumulated 
at the beginning of the year, to the extent that there 
are any, rather than out of the current year’s profits. 
That of course means that beginning with 1941, the 
first sixty days of the vear will be a dark void in the 


” Title V, Sec. 501(a). 
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life of dividends, if corporations desire to avoid avoid- 
able diminution of invested capital. 

Distributions in stock cut no ice one way or the 
other. If the stock distribution does not entail a dis- 
tribution of earnings and profits, it’s as if nothing 
happened. Earnings and profits stay put, and on the 
other hand, it is not considered that there has been 
any re-investment in the corporation. If the stock 
distribution does parcel out earnings and profits, the 
disbursement side is treated as would have been cash 
dividends to that extent. To the same extent, the 
distribution is considered as having been re-invested 
in the corporation. However, to the extent that there 
are enough earnings and profits in the current year 
to absorb the distribution, the re-investment is not 
deemed to have taken place until the close of the year. 

Several provisions ™ attempt to disentangle those 
situations where, by virtue of the liquidation and ex- 
change segments of the income tax law, one company 
inherits the earnings and profits of the other, or on 
the liquidation or exchange, the assets of one substi- 
tute for its stock owned by the other. The object in 
all these provisions is to eliminate duplication. Hence, 
it is provided that where the earnings and profits of 
another corporation are inherited, that heritage is 
eliminated in figuring the corporate beneficiary’s in- 
vested capital. Likewise, if a corporation owns stock 
in another corporation, and the two merge or consoli- 
date, by statute or in a similar way, resulting in the 
elimination of the pre-existing intercompany stock, 
then that stock is not considered as ever having been 
paid in to the new company or the remaining com- 
pany. Instead, the stock is replaced to the same 
extent by the assets acquired in the merger or 
consolidation. 

Another situation arises where under the 1938 Act, 
advantage was taken by a parent company to liquidate 
its subsidiary in a tax-free transaction (by following 
route Section 112(b)(6)). Where that was done, the 
basis of the assets of the subsidiary followed through 
to the parent, regardless of the basis to the parent of 
the stock in the subsidiary. But for invested capital 
purposes, if the liquidation involved a non-recognized 
gain, that is, the assets (less liabilities) of the sub- 
sidiaries had a higher basis than the stock and other 
consideration given up for the assets, the non- 
recognized gain is added to the parent’s invested cap- 
ital. Correspondingly, any non-recognized loss is a 
reduction of the parent’s invested capital, but this 
reduction cannot exceed the parent company’s accu- 
mulated earnings and profits at the beginning of each 
current tax year. This adjustment for non-recognized 
gain or loss does not affect earnings and profits of 
the parent but is a wholly separate item. Accordingly 


1 See, 718(a)(5), (b)(3), (4), (e) (4). 
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if the parent has a deficit of earnings and profits any 
addition to invested capital because of the adjustment 
here under consideration need not be offset against the 
deficit. 

Where the Commissioner finds that the equity cap- 
ital at the beginning of the year cannot be determined, 
the financial picture at that time controls.’* That is 
to say, the equity capital is regarded as the assets less 
the indebtedness. In measuring the assets, money is 
taken in full, The other assets are taken at their 
“adjusted basis.” 

Now let us tackle borrowed capital." 


The going 
is much smoother here. 


One-half of the principal 
amount (but not interest) of debt evidenced by a 
written promise to pay is the badge of borrowed cap- 
ital. (The elimination of interest liability as part of 
borrowed capital will accentuate the problems arising 
where interest is included in the principal amount of 
a note or is buried in the purchase price of an article.) 
Exception is made in respect to indebtedness un- 
der securities issued tax-free to the recipient, for 
the acquisition of another corporation’s assets in a 
tax-free exchange.’* This exception does not apply 
to securities issued to liquidate debt of the other cor- 
poration, but only to securities issued to acquire the 
net assets of the corporation. 

Presumably, a post-dated check given for any in- 
debtedness—even payroll—would come in the bor- 
rowed capital category, as such a check is in effect 
a “note.” No doubt there will be wholesale conver- 
sion of open account indebtedness to note indebted- 
ness. Trade accounts, amounts owing to officers and 
stockholders, all ordinarily “on the cuff,” will, to the 
advantage of the debtor corporation, now be at least 
“noted” if not more formally evidenced. Whether 
certificates of indebtedness issued by a bank or land 
contracts in realty transactions will be regarded as 
possessing the requisite evidentiary characteristics 
for inclusion in borrowed capital, for this purpose, 
is not clear. Supply contracts made before November 
7, 1940, with foreign governments are of themselves 
regarded as the written evidence of debt for any 
returnable balance of advances made by the govern- 
ment, and not forming part of the supplying corpo- 
ration’s income. 

With borrowed capital part of invested capital, it 
may pay some corporations to borrow from the bank, 
even if the money lies idle. The interest cost (less 
the income tax deduction provided by the interest) 
may be more than offset by the excess profits tax 
saving produced by the added invested capital that the 
bank loan furnishes. 

(Continued on page 700) 


12 Sec.. 723. 
13 Sec. 719. 
14 Sec. 751(b). 



































































































































































































VER since the enactment of section 262 (a) of 

the Revenue Act of 1935, which became 

effective August 31, 1935, the executor of the 
estate of a decedent has had the option, under certain 
specified conditions, of returning the value of the tax 
able property comprising the gross estate on the date 
of decedent’s death valued as of one year after the 
decedent’s death. There are certain exceptions which 
deal not only with property distributed or otherwise 
disposed of during the one-year period but also those 
which deal with any interest or estate which is affected 
by the mere lapse of time. 

Article 11 of Regulations, under both the 1935 Act 
and under the present Code, requires the inclusion in 
the gross estate, where the election is exercised, that 
is, to return the tax on the optional valuation date, of 
all the income earned and collected within the year 
after the death of the decedent. In particular, the 
Regulations provide that there shall be included a 
dividend paid within the same period out of earnings 
7 whether the earnings are made or accumulated 


prior or subsequent to decedent’s death. ...” Under 


our income tax laws dividends are considered to be 


paid out of the most recently accumulated earnings of 
the corporation. In effect, the rule of “last in, first 
out” seems to apply. Therefore, it is possible to have 
a corporation with no surplus on the date of decedent’s 
death and yet during the one-year period this corpora 
tion, knowing that it has made profits, will declare 
and pay a dividend which will be collected by the 
executor. Since the Regulations require such divi 
dends to be returned if the optional valuation date is 
used, these dividends are subjected to estate taxes 

* Counsellor at Law and Income Tax Consultant, New York City: 
Lecturer in Federal Income Taxes and Accounting, Rutgers Uni- 


versity; Member, Committee on Fiduciary Accounting of New York 
State Society of Certified Public Accountants, 
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and yet this income was non-existent at the date of 
death. The propriety of this procedure is very ques 
tionable, indeed! 

It is likewise necessary to report interest accrued 
within one year after decedent’s death on bonds, notes 
and judgments in valuing these obligations. 

Since the above requirements are in no way ex 
pressed in the statute, there appears to be no basis for 
them in the Regulations. The power to tax is the 
power to destroy, but the commissioner’s power to 
make regulations is by no means the power to tax! 
Whether or not the Regulations in this respect are 
valid, must be determined only by the provisions of 
the Estate Tax Law as passed by Congress. If it does 
not clearly provide for the taxation of such interim 
income, then the Regulations certainly cannot tax it 

The Court in enunciating the rule of statutory con 
struction, in Isham v. U. S. (1873) 17 Wall. 496, &4 
U. S. 728, said: 

“Tf there is any doubt as to the liability of an instrument 
to taxation, the construction is in favor of the exemption 
because in the language of Pollock, C. B., in Girr v. Scudds 
3 a tax cannot be imposed without clear and express 
words for that purpose’.” 

A restatement of this principle, by the Court in 4 
later case Gould v. Gould (1917) 245 U. S. 151, 38 
S. Ct. 53, 1 usre ¥ 13, follows: 

“In the interpretation of statutes levying taxes it is the 
established rule not to extend their provisions, by implication. 
beyond the clear import of the language used, or to enlarge 
their operations so as to embrace matters not specificall 
pointed out. 

“In case of doubt they are to be construed most strongly 
against the Government, and in favor of the citizen.” 

The above rule of statutory construction has been 
cited many hundreds of times in both federal court 
decisions and Board of Tax Appeals opinions. And 
the Supreme Court only recently applied this rule! 


rl 


id 
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Since there seems to be no foundation for the regu- 
lation on the matter, let us examine the legislative 
history of this section of the law. It is practically 
imperative in such cases not only to refer to the law 
but also to the reports, hearings and conferences of 
the legislative committees or bodies which proposed 
and enacted the legislation. This procedure is termed 
legislative history. In going over these various re- 
ports and the Congressional Record we look for the 
objective and intent of the legislators, as they may 
not be determinable from the statute itself. 

A portion of the decision in Helvering v. Stockholm 
Enskilda Bank (1934) 293 U. S. 84, 55 S. Ct. 50, 35-1 
ustc § 9007, follows: 

“The intention of the law-maker controls in the construc- 
tion of taxing acts as it does in the construction of other 
statutes, and that intention is to be ascertained, not by taking 
the word or clause in question from its setting and viewing it 
apart, but by considering it in connection with the context, 
the general purposes of the statute in which it is found, the 


occasion and circumstances of its use, and other appropriate 
tests for the ascertainment of the legislative will.” 


Now, let us look at the purpose optional valuation. 
Its purpose obviously was to afford some partial relief 
from the burden of taxation of estates in cases of 
rapidly declining market prices during the year fol- 
lowing the death of the decedent. There are cases on 
record where many large estates had been seriously 
embarrassed by the coincidence of heavy estate taxes 
and falling market values for securities during the 
period between the date of death of decedent and the 
time when, in the ordinary course of estate adminis- 
tration, the executor should reasonably realize upon 
the securities and other assets for the payment of 
taxes and other costs of administration. The period 
of one year was undoubtedly selected because it is a 
customary period allowed for administration and dis- 
tribution of an estate by an executor. To meet just 
this situation, the statute provides in simple, non- 
technical and in no ambiguous language that: 

“Tf the executor so elects upon his return the value 
of the gross estate shall be determined by valuing all the 
property included therein on the date of the decedent’s death 
as of the date one year after decedent’s death. . . .” 

It also provides that where property has been sold 
or otherwise disposed, during the interim, then it is 
to be valued as of the date of such disposition. 

The legislative history of the statute itself is rather 
lengthy. However, a brief summary thereof will serve 
our purpose just as well. Upon examination of the 
Senate Report 1240 of the 74th Congress, First Ses- 
sion, we learn*that this law originated in the Senate, 
and that on page nine, it is stated: 

“This provision is equitable in its effects and will prevent 


in practically all cases the danger of complete confiscation of 
an estate due to sudden decline in market values.” 
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The draft of the amendment contained therein as 
adopted by the Senate in 1935 reveals that the legisla- 
tion took the form of a deduction which was allowed 
for the decrease in values during the year subsequent 
to death. The House Bill, in the place of increased 
estate taxes, provided for an inheritance tax. It also 
accorded similar relief for deductions due to shrinkage 
in market values. However, when the Revenue Bill 
ultimately went to Conference the amendment was 
rewritten by the Committee in the language of its final 
enactment. The Conference Report contained a dis- 
cussion of the Bill at pages 10 and 11 as well as a 
statement of the Managers on the part of the House 
with respect to the form of the Senate amendment as 
rewritten by the lower body. 


Nothing can be found in the report or in the prior 
legislative history of the amendment to indicate, how- 
ever slight, an intention to require the inclusion of 
income under the optional valuation section. On the 
contrary the report is definitely inconsistent with the 
Commissioner’s contention. 


The report referring to the form of the Senate 
amendment reads: 


“The amendment also allows an additional deduction in 
computing the value of the net estate, of the net shrinkage in 
the value of assets arising from the difference in the aggregate 
value of the assets forming part of the decedent’s gross estate 
on the date of death, and the aggregate value of such assets one 
year thereafter. In lieu of this provision, the confer- 
ence action inserts a provision giving the executor an election 
with respect to the time as of which the property included in 
the gross estate is to be valued. Under the existing law the 
valuation is made as of the date of death. If the executor 
exercises the election given him by the conference agreement, 
all the property included in the estate on the date of death, 
is to be valued as of the date one year after the decedent’s 
death. .’ (Italics supplied.) 


An illustration, which shows by items how they are 
to be valued for purposes of computing the estate 
taxes, appears in House Report No. 1885 on sec- 
tion 302j. It is set forth below: 


Assets 
Real estate (as of one year after death)..... ........ $105,000 
Corporate stock (as of date of sale)... . 2. ccc ceee 50,000 
Bonds (as of date of distribution) ........ nesses, L000 
Foreign bonds (as of date of maturity)...... ...... 10,000 
SE 6 Rida Ge eek Rhee thc hnn ed aoe ied 5,000 
NU i028 eae hi a 5 bed dee i aie tec $188,000 


The concrete example above, showing how the 
gross estate would be valued for estate tax purposes, 
should the option be exercised, does not even suggest 
the inclusion of such interim income. There is noth- 
ing at all, either in the statute or in the illustration 
which would tend to support the Commissioner’s 
contention. 


The separate items of property used in the above 
illustration include real estate, stocks, bonds both 
domestic and foreign at their market values without 
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any adjustment or mention for income by way of rent, 
dividends, and interest received and accrued thereon 
during the year. This factor in itself is indicative of 
the fact, it is arguable, that the law-makers them- 
selves had no contemplation of including and taxing 
such income. It does not seem probable that the 
accrued and collected income would have been 
omitted from the example 
had there been the intention 
on the part of the legislators 
that it should be included. 
And if they had considered 
itsinclusion,acomment would 
have been appropriate as the 
item is most extraordinary. 
The Commissioner, however, 
has taken it upon himself 
to give us an illustration in 
Regulations 80, which obvi- 
ously includes the interim 
income of the estate. A 
further examination of the option statute, a subsec- 
tion of section 811 of the Internal Revenue Code, 
shows that it comprehensively prescribes the elements 
and items to be included in the gross estate which 
must, unless the option is exercised, be valued as of 
the time of the death of the decedent. The amending 
section which gives this option to the executor relates 
only to the time, namely, one year after decedent’s 
death, as of which the valuation may be made. No- 
where can we find in the language of the statute any 
change in the property to be valued. In fact, it is 
expressly and clearly stated that the property to be 
valued at the optional date is the same property which 
was priorly required to be included by the paragraphs 
of section 811 in the gross estate of the decedent on 
the date of his death. 

It certainly seems that this regulation is invalid 
because of its inconsistency with the statute itself. 
The legislative history of this section does not reveal 
anything upon which the Commissioner can base his 
interpretation. 

Let us now review the decisions which have been 
handed down on this point. The first, Saks v. Higgins, 
(October 27, 1939) 29 F. Supp. 996, 39-2 ustc J 9731, 
was tried before the District Court for the Southern 
District of New York and held that Article 11 of Reg- 
ulations 80 correctly interprets section 202(a) of the 
Revenue Act of 1935 by requiring, that where a 
decedent’s estate is valued as of a date one year sub- 
sequent to the date of decedent’s death, income earned 
and collected after the date of death shall be included 
therein. 

There was no dispute as to the facts and the sole 
issue of law presented, was the validity of Article 11 





“Until the Supreme Court has an opportunity 
to act, the interim income issue certainly is not 
closed, And the probability that the Commis- 
sioner will change his view on the subject is 
so remote as to make it unworthy of conjecture. 
Therefore until the final chapter is written by 
the Supreme Court it will be necessary for the the 
taxpayer to achieve victory at high cost, link 
by link, in a chain of protracted litigation 
from tribunal to tribunal.” 


November, 1940 





adopted by the Commissioner as an interpretation 
of section 202 (a) of the Revenue Act of 1935. The 
District Court Judge said that “the entire case turns 
upon the point as to whether or not the regulation is 
in harmony with the statute and is a reasonable exer- 
cise of the Commissioner’s power to make rules and 
regulations for the enforcement of the Revenue Act.” 
The Court in reviewing the 
function of the regulations 
states that the article in 
question is an interpreta- 
tive regulation and holds 
that it is a reasonable inter- 
pretation of the statute. 
His holding so is based on 
theory of the dual 
nature of property for estate 
tax purposes which requires, 
even at the date of death, 
the inclusion of both prin 
cipal rights and income 
rights, that is, assets as well as accrued income 
thereon. In addition the Estate Tax Law also takes 
into account other properties such as life interests and 
remainders; no new theory, it is stated, is presented 
to the court in connection with the construction oi 
the term “property.” 


The Court then states that the inclusion of interim 
income is reasonable because income rights are re 
valued a vear after date of death by what was actually 
received and earned by the executor. Then the ex- 
ecutor at the end of the one-year period has the right 
to make an election for valuation purposes and this 
interim income is what should be taken into account, 
at the date of death, in evaluating the income rights 
which were then theoretically included in the market 
values of the securities. The Court continues that 
gains realized on the sale of securities during the one- 
year period are also includible for estate tax purposes 
and this the taxpayer admits, if the election is made. 


Next, the Court sustains the Commissioner on the 
theory that the estate tax is merely an excise tax upon 
the power to pass property and is determined by the 
property left by the decedent. In effect, the statute 
says that if the executor elects to use the optional 
valuation date, he assumes that the decedent died a 
year later than he actually did and therefore, every 
thing that is in his estate at that later date is subject 
to estate tax even though, some of the property may be 
interim income and non-existent at the time of 
decedent’s death. 


The Court maintains that the matter of double 
taxation does not apply in this case because whatever 
double taxation there is, is caused by the executor 





ble 


FCF 


tor 


November, 1940 


exercising his right of election. Then, too, even if 
interim income were excluded there still would be 
some double taxation because capital gains, realized 
during the year, would be both income and part of 
the gross estate. Finally, double taxation exists even 
where there is no election and an illustration is set 
forth in the opinion. 


On April 8, 1940, the Circuit Court of Appeals for 
the Second Circuit affirmed on appeal the judgment 
of the District Court in Saks v. Higgins, 111 Fed. (2d) 
78, 40-l-ustc § 9366. The Appellate Court practically 
reiterates the findings of the lower court and con- 
cludes that “if the taxpayers wish not to be subject to 
both estate and income taxes, they may always escape 
by accepting an assessment as of the time of death.” 
The purpose of the statute was to grant relief, and not 
an escape from it. 


There is, however, a well-argued, logical dissenting 
opinion by Judge Chase who thought that the ordi- 
nary distinction which is recognized throughout our 
income and estate tax laws between what is usually 
regarded as income as distinguished from principal 
was intended to be maintained. He thinks the ma- 
jority opinion follows an abstract reasoning of the 
regulation. He discusses the topic of intangibles, that 
is, the right to income, and although such concepts 
of property are not impossible, they are so unusual 
that they strain too much the language of the statute. 
He concludes his dissent with an analysis and the sup- 
positions that would have to be made if Congress 
really intended to tax interim income. If it is to be 
taxed then Congress, to be consistent should have 
provided relief by way of a deduction for the expense 
incurred in obtaining that income. The decision ren- 
dered in the Manhattan General Equipment Co. v. Com- 
missioner (1936) 297 U. S. 129, 36-1 ustc J 9105, is 
cited as the basis of his holding that the article in 
question is invalid as going beyond a fair and rea- 
sonable interpretation. 


The Saks case, supra, was followed by the Board 
of Tax Appeals in Estate of Cordelia Y. Abendroth v. 
Commissioner (May 17, 1940) 41 BTA 1178, CCH 
Dec. 11,104. 

The Board cited and followed the Saks case and the 
[bendroth case, in its memorandum opinions of: 
Spurr v. Commissioner (May 18, 1940), CCH 
Dec. 11,110-C; Eaton v. Commissioner (May 20, 1940) 
CCH Dec. 11,110-H; Singer v. Commissioner (June 5, 
1940), CCH Dec. 11,217-A; and Gude and Jarrell v. 
Commissioner (June 15, 1940), CCH Dec. 11,230-A. 

Finally, in Clark, Executor (Benn’s Estate) v. United 
States (May 6, 1940), 33 Fed. Supp. 216, 40-1 ustc 
"9456, tried in the Maryland District Court, it was 
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held that the interim income should not be added to 
the value of the decedent’s property at the date of 
death in arriving at the gross estate. This Court 
refused to follow the decision in Saks case, and held 
that: 

(1) Article 11 of Regulations 80 was invalid to the extent 
that it required the inclusion of interim income. Judge Chest- 
nut gives an excellent treatment of the theory of regulation 
involved as well as sound arguments proving the impropriety 
thereof as advanced by the Commissioner. He states that it is 
utterly unusual, both from the financial and legal angles, to 
fix the price of a bond or stock on the analytical basis involved 
in the theory of regulation, and that there seems to be no per- 
suasive reason in the language of the statute or in the apparent 


purpose to be accomplished by it to assume that Congress 
intended the statute to be so applied. 


(2) The clear and unambiguous language of the statute 
does not support the Commissioner’s interpretation. The stat- 
ute being free from ambiguity does not need interpretative 
regulation. Only where there is uncertainty or ambiguity in 
the words used, may resort be had to the legislative history 
of the statute; but here, too, the history of the legislation 
clearly shows that it was not the intention of the statute to 
include the net income in the valuation. 


(3) The reénactment of the Revenue Act in 1936 did not 
constitute Congressional approval of the regulation. The doc- 
trine of Congressional approval does not apply in this par- 
ticular instance as the regulation was a comparatively recent 
one and the only reénactment of the 1935 statute is its inclu- 
sion in the comprehensive re-arranged Internal Revenue Code, 
wherein the point was not raised or the statute scrutinized 
with that end in mind. 

From the above cases it is evident that until the 
Supreme Court has an opportunity to act, the issue 
certainly is not closed. And the probability that the 
Commissioner will change his view on the subject is 
so remote as to make it unworthy of our conjecture. 
Therefore, until the final chapter is written by the 
Supreme Court it will be necessary for the taxpayer 
to achieve victory at high cost, link by link, in a chain 
of protracted litigation from tribunal to tribunal. 
Undoubtedly there are many cases at the present time 
before the Board of Tax Appeals involving this very 
point. 


Since the matter is one of major proportions, 
it warrants the taxpayer in taking all legal meas- 
ures to protect his rights. A taxpayer who has paid 
the estate tax on the interim income should not 
file his claim for refund too soon. It would be wise 
for him to properly time his filing so as to secure as 
long a period of time as possible for keeping the issue 
alive in the hope that a favorable judicial decision will 
be made in the meantime. The same advice is given 
those who intend to institute suits. Do not start suit 
until the statute of limitations has almost run. How- 
ever, every taxpayer should be on the alert against 
being deprived of his rights and benefits in the event 
of a final and favorable adjudication. 








































































































































































































Federal Estate Taxes 
By Price H. Topping ° 


The addition of the 10% Defense Tax passed within 
the last few months? to the already heavy estate tax 
burden has served to bring forcibly to the attention 
of America’s multitude of life insurance policyholders 
the necessity of giving 
serious consideration to 
the establishment of a 
sound insurance program. 
The establishment of such 
a program calls for the 
closest collaboration be- 
tween the insured, his life 
insurance underwriter and 
his legal adviser. 

The attorney advising 
his client relative to life 
insurance has a fertile field 
in which to point out many 
means of tax avoidance 
and tax minimization. In 
many instances the lay- 
man does not clearly com- 
prehend the distinction be- 
tween a plan of tax evasion 
and one of tax avoidance. The distinction is that the 
first plan is without the law, the second bears the 
approval of the law. To illustrate, the tax evader is 
the traveler on the road of life who sneaks past the 
toll bridge collector, while the law abiding citizen is 


Price H. Topping 


(Continued on page 707) 





* Assistant Counsel, The Guardian Life Insurance Company of 
America, New York, N. Y. 


1 Internal Revenue Code, Section 951, effective June 25, 1940: 

‘In the case of a decedent dying after the date of the enactment 
of the Revenue Act of 1940 and before the expiration of five years 
after such date, the total amount of tax payable under this chapter 
shall be 10 per centum greater than the amount of tax which would 
be payable if computed without regard to this section. For the 
purposes of this section, the tax computed without regard to this 
section shall be such tax after the application of the credits provided 
for in Section 813 and Section 936.”’ 
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State Inheritance and Estate Taxes 
By Milton Elrod, Jr.’ 


The official task imposed upon me by Mr. Kastner 
and the other persons responsible for this meeting, 
is nothing less than to discuss “The taxation of insur- 
ance proceeds from the standpoint of what the insured 
and the beneficiaries face 
under state inheritance and 
estate taxes.” 

That will bear some 
clarification, particularly in 
view of the fact that I 
have found it advisable to 
outline rather thoroughly 
what I propose to talk 
about, since so few of 
those listening seem able 
to recall the subject after 
I have finished. 

First, then, we are talk- 
ing about the taxation of 
insurance proceeds, which 
confines us to the benefits 
payable under a matured 
policy. Second, since we 
are discussing the status of 
these proceeds under state inheritance and estate tax 
laws, and since those laws come into operation only 
after the death of the insured, we can eliminate him 
from the discussion. Whatever problems the insured 
may then be facing will arise under the rules of some 
jurisdiction other than any of the forty-eight states. 

Finally, since we are concerned with the problems 
faced by the beneficiaries of the insured, we can also 
eliminate any discussion of the status of proceeds 
payable to the insured’s estate. 


Milton Elrod, Jr. 


This is no great loss 
(Continued on page 696) 


* Attorney and Tax Counsel, Indianapolis; Legal Editor, The In- 
surance Research and Review Service. 
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What the Insured 
And Beneficiary Face... 


Federal and State Income Taxes 
By Paul F. Myers" 


Life insurance has taken a commanding place in the 
American “way of life.” It is a material factor in our 
daily lives. It offers the greatest hope for security to 
the average man and woman. It has taken an im- 
portant place in business 
arrangements both large 
and small. Its importance 
in our economy and in our 
lives cannot be overesti- 
mated. There were in 
force 124,478,188 policies 
of ordinary, group and in- 
dustrial insurance as of 
December 31, 1938, accord- 
ing to statistics compiled 
by The Spectator Compen- 
dium of Official Life Insur- 
ance Reports. The amount 
of insurance in force De- 
cember 31, 1938, as report- 
ed by the same authority 
was $111,054,688,910. It 
has been roughly esti- 
mated that 63,000,000 in- 
dividuals carry some kind of life insurance with some 
form of death benefit. Any one of these observations 
merits detailed discussion. They import political, 
social and economic significance in the uncertain 
times in which we live. In this discussion, however, 
they merely serve as a background to demonstrate that 
there are millions of “insureds” and billions of “pro- 
ceeds” and that federal and state income tax problems re- 
lating to life insurance proceeds require eternal vigilance. 


Paul F. Myers 


It has been the settled policy of the Federal Govern- 
ment to exclude from gross income reported for in- 


(Turn to page 670) 





* Attorney at law, Washington, D. C. 





Round Table on Life Insurance Law 
Ralph H. Kastner, Chairman 


In Philadelphia on September 10, 1940, in conjunc- 
tion with the Sixty-third Annual Meeting of the 
American Bar Association, the Committee of Life 
Insurance Law of the Section of Insurance Law 
sponsored a round table 
discussion of the subject 
“Taxation of Insurance 
Proceeds—What the In- 
sured and Beneficiary Face 
under: Federal Estate 
Taxes; State Inheritance 
and Estate Taxes; and 
Federal and State Income 
Taxes.” Formal papers 
were presented on these 
subjects, respectively, by 
Messrs. Price H. Topping 
of The Guardian Life In- 
surance Company of Amer- 
ica, New York City; 
Milton Elrod, Jr., of the 
Insurance Research and 
Review Service, Indianap- 
olis ; and by Paul F. Myers, 
Attorney, Washington, D. C. These important trea- 
tises, reproduced on these and succeeding pages, were 
followed by open discussion of tax problems facing 
both the insured and the beneficiary. 

The Round Table was under the able direction of 
Ralph H. Kastner, Chairman of the Insurance Law 
Section’s Committee on Life Insurance Law, and the 
success of the meeting was due largely to his untiring 
efforts. Mr. Kastner is Associate Counsel and Chair- 
man of the Legislative Bureau of the American Life 
Convention, Chicago, an organization of one hundred 
and fifty-eight life insurance companies domiciled in 
the United States and Canada. 


Ralph H. Kastner 
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come tax purposes “amounts received under a life 
insurance contract paid by reason of the death of the 
insured.” ? There can be no doubt of the social 
desirability of the federal policy and of its popular 
approval. 

The proceeds of life insurance paid upon the death 
of the insured are generally regarded as an indemnity 
by the layman. He looks upon it as capital received 
by way of gift or bequest. Every plan of life insur- 
ance generally speaking is merely a method of spread- 
ing over a large number of persons a possible financial 
loss too serious to be conveniently borne by an indi- 
vidual. The cessation of earning power through death 
has in it a substantial element of loss.2, The Federal 
Government has never attempted to tax the indemnity 
element of the proceeds of life policies. 

During the course of time, however, many exten- 
sions and elaborations of the insurance idea have taken 
place. Some of these extensions and elaborations 
have inherent in them the element of investment for 
profit. The administrative branch of the Federal Gov- 
ernment from the beginning has, by construction, 
sought to impose the income tax on the so-called in- 
vestment profit elements. It has been substantially 
successful in litigation. The language of the U. S. 
Supreme Court in Lucas v. Alexander ® is illustrative. 
The insured in this case received $120,797 during his 
lifetime on two life policies by the exercise of an 
option. The premiums aggregated $78,100. It was 
contended on behalf of the insured that since the sum 
received was “proceeds” of life insurance policies no 
part of it was taxable and with respect to this issue 
the court said: 

“By the expenditure of $78,100 in premiums, the insured 
secured a return of $120,797, resulting in an economic and 
realized money gain to him of $42,697. Here the 
amount paid was not a death benefit or in the nature of a 
gift to a beneficiary and was in no sense an indemnity for, or 
repayment of, an economic loss suffered by the insured, but 
was a profit or gain upon his premium investment, and would 
seem to be plainly embraced within the provisions of Sec. 213 
taxing ‘gains or profits and income derived from any source 
whatever’ and not exempted as such from tax by any other 
provision of the Act.” 

This rule was later written into the statute as was 
many another of the early interpretations of the 
Commissioner. 

The problems faced by policyholders today are very 
largely in this alleged investment insurance field. This 
analysis of the problems must of necessity be limited 
to a statement of the tax burden or freedom from bur- 
den in the more important differing circumstances. 
For the purpose of orderly presentation there are dis- 
cussed: First—The federal income tax liability on the 


1 Sec. 22(b)(1), Internal Revenue Code. 

2See Penn Mutual v. Lederer, 252 U. S. 523, 531 and U. S. v. 
Supplee-Biddle Co., 265 U. S, 189, 195. 

3279 U. S. 573, 576-577, 
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proceeds of life insurance contracts paid by reason of 
the death of the insured ; Second—The tax liability on 
amounts paid other than by reason of the death of the 
insured—endowment contracts; Third—The tax lia 
bility on gain or loss upon the sale or exchange of life 
insurance policies; and, Fourth—The tax liability on 
dividends. 


Federal Income Tax Liability on Amounts Paid 
By Reason of Death of Insured 


When the life insurance proceeds provided in the 
policy contract are paid in one lump sum at the death 
of the insured they are exempted from the income tax 
with one notable exception. Where the policy has 
been sold for a valuable consideration to an assignee 
or transferee other than the insured the profit from 
the investment is taxed, that is, the difference between 
the proceeds and the actual cost of the policy includ- 
ing any premiums paid by the transferee is considered 
gain and is taxed. 

In modern practice policy contracts provide options 
which may be exercised by the insured or the bene 
ficiary. Under such options the proceeds maturing at 
death may be left with the company or paid out under 
various installment methods. With the exception 
noted above in the case of a policy transferred for a 
valuable consideration it is settled that the amount of 
the proceeds which would be payable at death if pay- 
able then are excluded from taxable income. Tax 
problems arise when the proceeds are paid in install 
ments or otherwise after the death of the insured. 
Invariably larger amounts are ultimately paid the 
longer the distribution is extended. Is this increased 
increment taxable? The tax statute is clear enough 
but the difficulty arises in determining whether the in- 
creased increment is taxable “interest” income or 
“amounts received under a life insurance contract.” 
Section 22 (b) (1) of the Internal Revenue Code cover 
ing life insurance proceeds reads as follows: 

“SEC. 22. GROSS INCOME. 


“(b) Exclusions from gross income.—The following items 
shall not be included in gross income and shall be exempt from 
taxation under this chapter: 





“(1) Life Insurance.—Amounts received under a lif 
insurance contract paid by reason of the death of the in 
sured, whether in a single sum or otherwise (but if such 
amounts are held by the insurer under an agreement to pay 
interest thereon, the interest payments shall be included in 
gross income);” 


The latter part of Section 22 (b)(2) of the Internal 
Revenue Code provides that 


“In the case of a transfer for a valuable consideration, b 
assignment or otherwise, of a life insurance, endowment, or 
annuity contract, or any interest therein, only the actual value 
of such consideration and the amount of the premiums and 
other sums subsequently paid by the transferee shall be ex- 
empt from taxation under paragraph (1) of this paragraph;” 
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It will be noted that the statute exempts the insurance 
proceeds paid by reason of the death of the insured 
“whether in a single sum or otherwise.” The word 
“otherwise” obviously includes payment in install- 
ments running over a period of years. It will further 
be noted that the exempting provision contains no 
limitation as to the time of payment of the proceeds. 
It would appear that proceeds payable under the con- 
tract five years after death to the beneficiary are 
exempt from the tax. As a matter of insurance prac- 
tice and usage when proceeds of insurance maturing 
at death of the insured are not paid immediately the 
amount required to be paid by the contract increases 
with passing time. Where an insurance contract 
merely provides for the payment of a larger sum or 
sums after the lapsé of time can it be said that this is 
in fact taxable “interest” income and that the policy 
can be construed as an agreement to pay this interest 
thus bringing the additional sums within the provi- 
sions of that part of the statute in parenthesis. We 
have here a problem of interpretation. The Commis- 
sioner has attempted to interpret the language in the 
narrowest possible way as follows: 

“While it is immaterial whether the proceeds of a life insur- 
ance policy payable upon the death of the insured are paid 
to the beneficiary in a single sum or in installments, only the 
amount paid solely by reason of the death of the insured is 
exempted. The amount exempted is the amount payable had 
the insured or the beneficiary not elected to exercise an option 
to receive the proceeds of the policy or any part thereof at a 
later date or dates. If the policy provides no option for pay- 
ment upon the death of the insured, or provides for payments 
in installments, there is exempted only the amount which the 
insurance company would have paid immediately after the 
death of the insured had the policy not provided for payment 
at a later date or dates. Any increment thereto is taxable.” 
(Regulations 103, Section 19.22 (b) (1)-1.) 

The Regulations then provide for the taxability of 
the increased increment: (a) when the proceeds are 
held by the insurer, (b) when the proceeds are payable 
in installments for a fixed number of years, (c) when 
the proceeds are payable in installments during the 
life of the beneficiary, and (d) when the proceeds are 


payable for a fixed number of years and for continued. 


life. The Commissioner seeks by his interpretation 
to exempt only the amount of insurance that would 
have been payable immediately upon the death of the 
insured regardless of the provisions of the contract. 
This interpretation has been held invalid by the Board 
of Tax Appeals and by the United States Circuit Court 
of Appeals for the First Circuit in the Winslow case.** 


The insurance policy in the Winslow case provided 
for 50 annual payments of $2,000 each after the death 
of the insured. The commuted value of the policy at 
time of death was $53,000. In the year 1934 the bene- 


ficiary received $2,581.40 from the insurer. It was 





8a 39 BTA 373, and United States Circuit Court of Appeals decision 
in the First Circuit, No. 3521, (40-2 ustc § 9582) decided July 10, 1940. 
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conceded before the Circuit Court of Appeals that the 
$581.40 over the $2,000 installment provided for in the 
policy contract was properly taxable.* Because of the 
large number of policy contracts in force today pro- 
viding for installment payments of the proceeds of 
the policies this decision has wide application. Further- 
more it may also be the basis for claims for refunds 
by taxpayers who have been complying with existing 
regulations. The Board and the Circuit Court held 
that the $2,000 annual installment was exempted under 
the clear language of section 22 (b) (1) of the Revenue 
Act of 1934 which is identical with the present law 
and which reads as follows: 


“Life Insurance——Amounts received under a life insurance 
contract paid by reason of the death of the insured, whether 
in a single sum or otherwise (but if such amounts are held by 
the insurer under an agreement to pay interest thereon, the 
interest payments shall be included in gross income) ;” 


The reasoning of the Board is informative and con- 


vincing. After quoting the above section of the law 
the Board states 


“Such a provision (except that ‘in installments’ was used in 
lieu of ‘or otherwise’), was enacted as section 22 (b) (1), 
Revenue Acts of 1932 and 1928, and section 213, Revenue Act 
of 1926. Section 213, Revenue Act of 1924, and previous acts 
exempted: 

“(1) The proceeds of life insurance policies paid upon the 
death of the insured. 

“The change in the 1926 Act was intended: 

ss to prevent any interpretation which would deny 
the exemption in the case of installment payments, 
“and the parenthetical clause was added: 
sie In order to prevent an exemption of earnings 
where the amount payable under the policy is placed in 
trust upon the death of the insured and the earnings thereon 
paid . . .. [Conference Report, H. R. 1, 69th Cong., 1st 
sess: 'p: 33.) 


“The phrase ‘or otherwise’ in the 1934 Act supplanted ‘or 
in installments’ in the 1932 Act to make it clear: 
eS that the proceeds of a life insurance policy pay- 
able by reason of the death of the insured in the form of an 
annuity are not includible in gross income. [Finance Com- 
mittee Report No. 558, 73d Cong., 2d sess., p. 23.] 


“Congress has thus clearly manifested an intention to ex- 
empt amounts received by the beneficiary of a policy, ‘paid by 
reason of the death of the insured’ in installments or in an- 
nuities, and has departed from language which might be 
construed to exempt only the amount ‘paid upon the death 
of the insured’, or at that time. 

“Both the plain wording of the section and its legislative 
history show that the $2,000 installments were intended to 
be fully exempted from tax, for they were received by reason 
of the death of the insured and were expressly receivable as 
installments. The Commissioner so construed the exemption 
under early acts in several rulings. After the Board’s decision 
of Edith M. Kinnear, 20 BTA 718, in 1930, the rule was 
changed. Respondent now relies on the Kinnear case as sup- 
port for the change of administrative rule and for the deter- 
mination here. Kinnear was the beneficiary of a policy on her 
father’s life, which, as originally written, entitled her to 
$25,000 upon proof of the insured’s death. But by request of 
the insured the policy had been endorsed to provide that: 

“. . settlement of the full proceeds of this policy 
shall be made with Edith M. Kinnear, the beneficiary, in 


4 Edith M. Kinnear, 20 BTA 718 and United States v. Heilbroner, 
100 F. (2d) 379, 
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accordance with the provisions of Option A, payable monthly, 
without privilege of revocation or surrender. 

“Option A provided that upon the insured’s death the com- 
pany should hold the proceeds of the policy until the death 
of the beneficiary and pay 3 percent annual interest thereon. 
By another provision the payments were to be increased, as 
they were here, by annual dividends of the company. Kin- 
near argued under the 1926 Act that the statute: 

5" does not contemplate a situation where the in- 
sured by direction prior to his death has instructed the 
insurance company to retain the principal amount of the 
policy and pay to the beneficiary only the interest and 
dividends, without privilege of revocation or surrender on 
the part of the beneficiary. 

“The Board rejected the argument. It reviewed the above 
cited Committee reports, addressed itself to the taxable status 
of interest and dividends on policy proceeds which the insured 
had required the company to hold, and found no reason in the 
beneficiary’s lack of power to alter the arrangement for a 
failure to apply strictly the language of the parenthetical 
clause. This case is authority only for the taxation of interest 
and dividends on an amount which might have been paid ina 
lump sum at the time of death but which because of the in- 
sured’s unalterable directions was held by the company.” 


The Board then proceeds to analyze the history of the 
Commissioner’s regulation and then continues 


“Under this regulation the commuted value of proceeds, as 
of the date of the insured’s death, is the maximum exemption 
no matter how or when payable or why. 

“Respondent defends this article by quoting from the Kin- 
near opinion that a beneficiary is taxable on earnings from a 
policy: 

a where the amount payable . . . has been 
placed in trust by the insured under an agreement that the 

earnings thereon shall be paid to the beneficiary. 

“But the $2,000 installments were not earnings on an amount 
payable. Respondent cites United States v. Heilbroner, 100 Fed. 
(2d) 379, affirming 22 Fed. Supp. 368, which is substantially 
similar to Kinnear, supra. Heilbroner was the beneficiary of 
insurance policies on the life of her husband, who died after 
directing the company to hold the face amounts for payment 
to children on his wife’s death and to pay the wife interest 
and dividends annually apportioned to the policies by the 
issuing companies during her lifetime. In holding such inter- 
est and dividends taxable, the court treated them as: 

” sums paid by the companies for the retention 
and use of the face amounts of the various policies without 
impairment of the obligations ultimately to pay the principal! 
amounts of the several policies to the remaindermen. 

x * 


“Tn our opinion, the wording of the statutes, that amounts 
received in installments by the beneficiary and paid by reason 
of the death of the insured, covers each $2,000 installment, 
and each is therefore exempt from tax in its entirety when 
paid. 

“This holding is harmonious with decisions that from the 
standpoint of the payer periodic payments of a principal 
amount in installments give no deduction of a part thereof as 
7 it were interest. Daniel Brothers Co. v. Commissioner, 28 

Fed. (2d) 761; Henrietta Miiis, Inc. v. Commissioner, 52 Fed. 
(2d) 931; Corbett Investment Co. v. Helvering, 75 Fed. (2d) 525; 
MacDonald v. Commissioner, 76 Fed. (2d) 513; Penn Mutual Life 
Insurance Co. v. Commissioner, 92 Fed. (2d) 962.” 


The United States Circuit Court of Appeals ap- 
proved the reasoning and the decision of the Board 
and placed great emphasis on the legislative history 
and the intent of Congress and concludes with the 
statement that 


“Congress has been consistent in all its Acts in exempting 
from taxation amounts received in settlement of death claims. 
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It draws no distinction whether such amounts are paid in 
installments or as annuities. Accepting the analysis of the 
Commissioner that the policy in question is a life insurance 
policy for $53,000 principal value payable as an annuity, rather 
than one for $100,000 payable in 50 installments, it still falls 
precisely within the language of Section 22 (b) (1) of the 
Revenue Act of 1934 according to the legislative intention as 
set forth in the reports by the Congressional committees. Thus, 
each $2,000 installment paid to the respondent, even though 


it be considered as part annuity, must be excluded from the 
gross income.” 


The United States Circuit Court of Appeals for the 
Second Circuit on July 22, 1940 (No. 352) in the case 
of Commissioner v. Bartlett reached the same conclu- 
sion as in the Winslow case even where the specified 
installments were for a definite number of years and 
for continued life. 

It is important to note in the Winslow case that the 
insured in his insurance policy required the proceeds 
of the policy to be paid installments. The bene- 
ficiary had no option. Whether or not this rule can 
be applied when the beneficiary exercises an option 
to take the proceeds in installments is still open to 
question. The rule in the Winslow case is not yet 
established with finality. The Commissioner may 
decline to follow the decision of the United States 
Circuit Court of Appeals for the First Circuit. He 
may petition the United States Supreme Court for 
certiorari. The matter is of such general public in- 
terest that the court may grant certiorari and decide 
the issue. The Commissioner may even decline to 
change his regulations with the hope that he can 
obtain a different decision in another United States 
Circuit Court of Appeals or he may try to persuade the 
Congress to void the rule by legislation. In any event 
taxpayers affected have the right in preparing their 
returns and in filing claims for refund to rely upon the 
decision in the Winslow case until the matter is 
finally settled. 

Where proceeds of a life insurance policy payable 
upon the death of the insured are left with the com- 
pany under the contractual obligation that the com- 
pany shall pay the beneficiary what is usually termed 
interest for the use of the money such so-called divi- 
dend interest is taxable. This rule appears to be 
established in the decision of the Board of Tax Ap- 
peals in the case of Kinnear v. Commissioner, 20 BTA 
718. Petitioner in that case was the beneficiary under 
certain insurance policies under the terms of which 
the insurer was annually to pay to her 3 per cent 
interest and apportioned dividends on the face values 
of the policies, and on her death the principal sum was 
to be paid to her beneficiaries. It is of interest to 
note that the insured determined the manner of pay- 
ment and the beneficiary was without power to change 
that method. The Board in its decision reviewed 
the legislative history of that part of the section in 
parenthesis, reading as follows: 
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“(If such amounts are held by the insurer under an agree- 
ment to pay interest thereon interest payments shall be in- 
cluded in gross income)” 

and concluded that the 3 per cent interest payment 
and apportioned dividends were clearly taxable under 
the provisions of the statute quoted above. The same 
rule was applied by the Circuit Court of Appeals for 
the Second Circuit in the case of United States vw. 
Heilbroner, 100 F. (2d) 379. In that case the policies 
provided that the insurers were to make settlement of 
their obligations by paying to the beneficiary annual 
sums, variously described as either interest or annuity 
payments, without diminution of corpus which was to go 
it other beneficiaries upon the death of the life bene- 
ficiary. Circuit Judge Hand in the opinion of the court 
reaches the same conclusion as that reached by the 
Board in the Kinnear case. It would seem that these 
decisions reflect the intent of Congress on the particu- 
lar issue and are sound. It does seem, however, that 
these decisions are in irreconcilable conflict with the 
decision of the United States Circuit Court of Appeals 
for the Third Circuit in the case of Penn Mutual 
Life Insurance Company v. Commissioner.’ The Penn 
Mutual claimed that the payments made by it under 
settlement options other than installments of prin- 
cipal were payments of interest and as such deductible 
hy it from gross earnings on its tax return. The Cir- 
cuit Court of Appeals for the Third Circuit held that 
while the Penn Mutual could deduct interest paid 
under optional settlements made by the beneficiary 
after the death of the insured it could not do so where 
the option had been selected by the insured during his 
lifetime. In both the Kinnear case and the Heilbroner 
case the settlement provisions were made by the in- 
sured during lifetime. In the latter cases the annual 
payments in question were held to be interest pay- 
ments for the use of money retained by the company 
and therefore taxable. In the Penn Mutual case when 
the insurers sought to deduct payments of interest of 
this character the Third Circuit held they were not 
interest within the purview of the statute. 

There is evident conflict between the basic reason- 
ing in the Heilbroner case and the Penn Mutual case. 
The opinion in the Heilbroner case recognizes it in the 
following comment: 

“The defendant argues that the payments received during 
1931 were all installments ‘paid by reason of the death of the 
insured,” were not ‘amounts held by the insurer under 
an agreement to pay interest,’ and were consequently exempt 
irom taxation under Section 22 (b) (1) above quoted. This 
contention may be justified by some of the reasoning of the 
Court of Appeals of the Third Circuit in Penn Mutual Life 
Insurance Company v. Commissioner, 92 F. (2d) 962, which in- 
volved deductions for tax purposes of amounts paid out by a 
liie insurance company. But whether some of the reasoning 


in that decision is applicable to the facts before us or not we 
cannot regard the receipts by the defendant as installments 


* 902 F. €2) 962. 
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paid on account of the policies. On the contrary, they appear 
to us to have been sums paid by the companies for the reten- 
tion and use of the face amounts of the various policies without 
impairment of the obligations ultimately to pay the principal 
amounts of the several policies to the remaindermen.” 

Taxpayers will not accept with good grace a posi- 
tion of the Government under which identical amounts 
are held to be “interest” and therefore taxable to the 
one paid but “not interest” and therefore not de- 
ductible to the one who pays. Metaphysical distinc- 
tions not acceptable to minds of ordinary intelligence 
ought to be avoided in the interest of a sound taxing 
policy. The Government is probably justified in tak- 
ing conflicting positions during a period necessary to 
litigate to finality doubtful issues. In the interest of 
fair tax administration the Government should make 
every effort to shorten this period. When the con- 
Hicting positions of the Government are persisted in 
to the double advantage of the Government and the 
double disadvantage of taxpayers the situation tends 
to destroy faith in the fairness of government. If the 
Government has any intention of clearing up the con- 
flict we have just discussed we have failed to find any 
evidence of it. 


The tax burden on proceeds of an insurance con- 
tract payable by reason of the death of the insured 
where the policy has been transferred for a valuable con- 
sideration presents some problems. Section 22 (b) (2) 
exempts from taxable income, in the case of a transfer 
for a valuable consideration, only the sum of the pre- 
miums and other consideration paid by the transferee. 
The excess over this amount is taxable income. The 
Bureau has ruled, however, that if the transferee is 
the insured himself the proceeds of such policy pay- 
able by reason of his death are exempt from tax.* The 
reasoning of the Bureau is not available but it appears 
that the interpretation is based on the concept that 
where the insured purchases a policy on his own life 
for a valuable consideration it is equivalent to taking 
out an insurance policy on his own life and that there 
was no intent of the Congress to tax the proceeds of 
such a policy under Section 22 (b)(2) but that it is 
excluded by Section 22 (b) (1). 


A transfer of an insurance policy by gift will not 
subject the proceeds of the policy to the tax. Ifa 
policy was once transferred for a valuable considera- 
tion and then given to another as a gift the proceeds 
by reason of the death of the insured are subject to 
tax in the same manner as any transferred policy for 
a valuable consideration.*?. The reasoning in the Hacker 
decision is a little obscure. The result, however, is 
probably satisfactory from a practical standpoint. The 
petitioner in the Hacker case was the daughter of the 
insured. Her mother had bought the policy for a cash 





$I, T. 3212, 1938-36-9528. 
* Aley Sivyer Hacker, 36 BTA 659. 








































































































































































































































































































consideration and had then given it to her daughter 
the petitioner for love and affection. When the father, 
the insured, died the daughter received the proceeds 
of the policy for which she paid no consideration. 
There are occasions where policies are purchased 
speculatively. In many such transactions the policies 
involve impaired lives. If the rule were otherwise 
than in the Hacker case the speculative purchaser 
could give the policy to a member of his family and 
thus avoid an imposition of the tax on the profit he 
has made by reason of the speculative purchase. 






































When taxable profits are realized on the proceeds 
of transferred policies they are taxable at ordinary 
rates and are not capital gains taxable under Section 
117 of the Internal Revenue Code. The Government’s 
theory is that the lesser tax burden provided in Sec- 
tion 117 is only applicable in the case of a “sale or 
exchange” and that the maturity of a policy and the 
payment of the proceeds thereon is not a sale or 
exchange. It has also been held that where loss re- 
sults in the case of a transferred policy the loss is not 
deductible on the theory that consideration was pay- 
ment for protection over the period of the policy. 



























































Income Tax Liability of Amounts Paid Other 
Than by Reason of Death of Insured— 
Endowment Contracts 























When an endowment policy matures other than by 
reason of the death of the insured only the amount of 
the premiums paid on the policy is excluded from 
income.* The same rule is applicable where the in- 
sured surrenders a life insurance policy during his 
lifetime and receives a cash surrender value. In such 
cases income is not reportable under the statute unless 
the aggregate of the amounts received exceeds the 
aggregate premiums or consideration paid whether or 
not paid during the taxable year or received during 
the taxable year. If the proceeds of an endowment 
policy are received by a transferee to whom the policy 
has been assigned for a valuable consideration the 
amount received is taxable to the extent that such 
amount exceeds the actual cost of the policy plus 
premiums paid by the transferee. This rule applies 
where the proceeds are received upon surrender or 
maturity of the policy. 































































































Sometimes the endowment policy contract permits 
the insured to leave the proceeds with the company 
at interest. When this is done the insured receives 
a return on the proceeds left as a deposit. The interest 
payments received are taxable for the year in which 
they are received or credited. Where the insured has 
the option to take the cash proceeds at any annuity 


® Sec. 22(b) (2). 
°T. T. 3202. 
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paying date the Government holds that the proceeds 
of the endowment policy are taxable for the year in 
which the insurance matures in the same manner as 
they would be taxed if the proceeds were paid in a 
single sum at maturity. When the insured elects 
prior to the maturity date of the policy to receive the 
endowment payments in installments it is not con- 
sidered that any profit is realized upon maturity of 
the policy but each installment is considered to be an 
annuity payment and taxed as such,—that is the por 
tion of each payment which is equivalent to 3 per cent 
of the cost of the annuity is taxable income.” The 
excess of the actual payment over the taxable portion 
is treated as return of capital. The base for tax pur- 
poses of such annuity the Government holds to be 
the aggregate premiums or consideration paid for the 
policy. Prior to the 1934 Act the Commissioner held 
that in the case of an endowment policy a lump-sum 
profit was realized in the year of the maturity of the 
policy as a constructive receipt despite the selection 
of a settlement option to receive the proceeds in in- 
stallments. The Commissioner after the 1934 Act 
treats installment payments as being received as an 
annuity under an endowment contract.1* Where the 
insured survives the maturity of an endowment policy, 
in which he has irrevocably designated a beneficiary 
and has given up all incidents of ownership without 
any valuable consideration to himself the proceeds, 
of course, will be paid to the beneficiary, not to the 
insured. The insured is not taxable but the beneficiary 
is taxable on any excess of proceeds over the pre 
miums paid less dividends regardless of who paid the 
premiums or who received the dividends. If the policy 
is surrendered the income is taxable to the beneficiary 
in the year of surrender. If the policy has matured the 
year of taxability depends upon the method of payment 
designated in the policy or chosen by the beneficiary. 
A discussion of endowment policies would not be 
complete without some discussion of the taxability of 
annuities. The proceeds of endowment policies are 
many times paid in the form of annuities. No tax is 
imposed on an annuity contract before income paymenis 
commence. Dividends are not income but are simply 
a return of premiums. They do reduce the net cost, 
however, against which the excluded income is credited 
in calculating the taxable profit on the annuity. After 
payment under the annuity contract begins the tax- 
payer includes in gross income for the year the por 
tion of the payment which is equivalent to 3 per cent 
of the aggregate net premiums or consideration paid 
for the contract. Income in excess of 3 per cent is 
excluded. When the aggregate amount excluded un- 
der present and prior laws equals the aggregate net 





10 Sec. 22(b) (2). 
"G. C. M. 21666, 1940-4-10148. 
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premium or consideration paid the entire income from 
the annuity is reported as gross income. This rule is 
applicable to payments received during the life of the 
annuitant under the annuity whether purchased by 
payment of a single sum such as the straight or refund 
annuity or purchased over a period of years such as a 
deferred or retirement annuity.’ Prior to the 1934 
Act annuities were not taxed until the annuitant had 
received an aggregate amount of payments equal to 
the total amount paid for the annuity. It was con- 
tended that this method of taxation unduly postponed 
the imposition of the tax on the profit and that the 
change in the rule “merely places the return of this 
form of investment on the same basis as other forms 
of investment by taxing that portion of each payment 
which in fact constitutes income.” 


Sale or Exchange of Life Insurance Policies 


Where a life insurance policy is surrendered, sold 
or exchanged the insured may realize a gain or suffer 
loss depending on the amount received upon sur- 
render, sale or exchange. The gain is taxable. The 
loss is not deductible. In the case where a policy- 
holder in a life insurance company returns a policy 
held by him in exchange for a policy of another kind 
and where at the time of issuance of the new policy it 
had no readily determinable cash value no taxable 
gain arises from the exchange.** Where the new 
policy at the time of issuance had a readily deter- 
minable cash value the Commissioner holds that a 
taxable gain may arise.*® It has been stated before, 
gain realized from the surrender of a life insurance 
policy is taxed at ordinary rates and not at capital gain 
rates as provided in Section 117 of the Act.1* Taxa- 
bility of such profits at capital gain rates is denied on 
the ground that such rates are only available in the 
case of a “sale or exchange.” It would seem, however, 
that where the insured sells his policy for a cash con- 
sideration or exchanges it for a valuable consideration 
any profit arising therefrom should be taxable as a 
capital gain within the limitations of Section 117.1" 


Tax Liability on Dividends 


Amounts received as a return of premiums paid 
upon life insurance, endowment or annuity contracts 
and the so-called dividend of a mutual insurance com- 
pany which may be credited against the current pre- 





Internal Revenue Code, Sec. 22(b)(2), Regulations 103, Sec. 
19.22(b) (2)-2. 
13 Report of Committee on Ways and Means on 1934 Revenue 


> 


sill 
4 Solicitor’s Opinion 55, CB December, 1920, p. 54. 
% Solicitor’s Opinion 55, CB December, 1920, p. 54. 


%G. C. M. 18233, CB 1937-1, p. 147. Bodine, Circuit Court of 


Appeals, Third Circuit, April 5, 1939; Hellman v. Commissioner, 
33 BTA 901. 


McKee, 35 BTA 239. 
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mium or paid to the policyholder are not subject to 
tax.** Where dividends are left with the insurance 
company to accumulate interest such interest is tax- 
able. In case payment is received not by reason of 
the death of the insured, dividends are considered in 
calculating the excess of the amount received over the 
amount paid for the contract. 


It is quite impossible within the appropriate space 
available to name, define and analyze all the tax 
problems which an insured faces with respect to the 
proceeds arising out of his life insurance policy. An 
attempt has been made to confine the discussion on 
federal law to a more or less general survey of the 
problems of general interest. An attempt will be 
made to discuss the state laws from the standpoint of 
a national problem and not as an encyclopedic exposi- 
tion of the provisions of law. 


State Laws 


The states having income tax laws follow generally 
the taxing scheme of the Federal Government with 
respect to excluding life insurance proceeds payable 
by reason of the death of the insured from taxable 
income. State income tax decisions are relatively few 
and state rulings are little publicized. With respect 
to the problem here under consideration, namely, the 
taxability of life insurance proceeds, it can be stated 
that the states by and large have been influenced in 
the development of their laws by the federal legisla- 
tion. The development and administration of the fed- 
eral income tax have been active and comparatively 
vigorous. Many changes have taken place in the 
course of the years, both in the statutory provisions 
and in the interpretations. It would seem that less 
vigorous attention has been given the income tax laws 
by many of the states, probably because the revenue 
derived therefrom was not as important to the state 
in the early days as was the income tax revenue to the 
Federal Government. Many of the state statutes are 
based upon federal revenue acts now repealed or 
amended. This accounts in part for differences be- 
tween the federal and the state laws. One of the 
imperative needs from the standpoint of citizen tax- 
payers today is greater uniformity in the systems of 
taxation among the states and the Federal Govern- 
ment. Altogether too wide and too specialized a 
knowledge of the many laws applicable is required by 
the ordinary taxpayer in making his returns and pay- 
ing his taxes as a good citizen. If this difficulty and 
burden can be lifted from the taxpayer it is the obliga- 
tion of sovereignties to do it. 


It has been the policy, as has been heretofore stated, 
of the Federal Government to exclude from gross in- 





18 Regulations 103, Sec. 19.22(a)-12. 
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come, under the taxing statutes, proceeds of life in- 
surance policies payable upon the death of the insured. 
The development of the federal law discloses some 
difficulty in statutory language experienced by the 
Congress before the present language of the statute 
was adopted. The Revenue Act of 1913 exempted life 
insurance proceeds by reason of the death of the in- 
sured without limitation as to the beneficiaries to 
enjoy the exemption. The Revenue Act of 1916 
changed the language with what appeared to be a 
limitation of the exemption “to individual bene- 
ficiaries.” The 1918 Act extended the exemption to 
payments made to the estate of the insured. The 1921 
Act abandoned restrictions. It would seem that the 
various states having income tax laws failed to keep 
pace with these changes. This may account for some 
of the differences found in the state statutes. Arkansas 
and North Dakota, for example, still exempt the pro- 
ceeds of life insurance policies payable to “individual 
beneficiaries.” The Arizona and Missouri statutes do 
not permit the exclusion when the beneficiary is a cor- 
poration. The proceeds of the life insurance policy in 
the latter states payable to a corporation are treated 
as an investment and the receipts in excess of the cost 
are taxed. The statutes of Arizona and Missouri im- 
pose a tax on dividends on a paid up policy. In New 
Hampshire proceeds of annuities are not taxed. In 
New York the taxability on the proceeds of life insur 
ance policies is substantially the same as in the Fed- 
eral Government except that New York by regulation 
provides that “distributions on paid up policies which 
are made out of earnings of the insurance are in the 
nature of corporate dividends and as such are to be 
included in the gross income.” 

The income statute of Tennessee contains no exemp- 
tion. However, the taxing authorities of that state 
have ruled that the proceeds of life insurance policies 
are not taxable but if the proceeds are left with the 
company interest thereon received by the beneficiary 
is taxable. Annuities are taxed on this theory. Divi 
dends, however, are construed to be a return of the 
premium and are not taxable.’® In an opinion by the 
Attorney General to the Department of Finance and 
Taxation, June 16, 1937, it was held that when pro 
ceeds of a life insurance policy were left with the 
insurance company for a definite period during which 
it was not subject to withdrawal, and during which 
time interest was drawn upon it, the interest is tax- 
able, but that where money is left with the insurance 
company, subject to withdrawal at any time, such fund 
is “money on deposit” even though the insurance com- 
pany pays interest thereon. The Tennessee law does not 
impose tax upon interest received on money on deposit. 


” Ruling of Supervisor of Income Tax Unit. Department of 
Finance and Taxation, June 4, 1935. 
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It is to be noted that very few of the state laws in 
express terms provide for the inclusion of income 
arising out of the transfer of a policy for a valuable 
consideration such as we have in the federal statute. 
The states generally, however, by rulings and in 

terpretations conform their practice to the federal 
practice in the case of a sale of a policy for a valuable 
consideration. 

There is probably more diversion among the states 
in taxability of a portion of the annuities paid under 
an annuity contract than in the provisions relating to 
the taxability of the proceeds payable by reason oi 
the death of the insured.”° 

The States of the Union generally are increasing 
income tax rates. With this increasing burden upon 
the taxpayer it becomes increasingly important to the 
states and to the taxpayers of the states that the exact 
legal liability be clearly defined. It would obviously) 
be a great help to the taxpayer if there were a greater 
degree of uniformity between the States and the Fed 
eral Government. It would help the taxpayer-in the 
preparation of his returns, it would restrict the neces 
sary scope of his inquiries into the laws and it would 
seem more orderly and acceptable. 

We are living in a time of kaleidoscopic changes. 
Frequent change in basic principles of taxation, fre 
quent change in interpretation, frequent change in 
judicial construction, and frequent change in adminis 
tration policy all make the problems of every taxpaye1 
exceedingly difficult. Indeed a record of this discussion 
a few months from now may be of little more value 
Democrati 
processes are grinding out changes in our country 
with such rapidity that it is difficult to catalogue them, 
much less understand their significance. It has been 
said that all growth is painful. Measured by the pain 
we are suffering we fervently hope and trust that it 


than last week’s discarded newspaper. 


is growth. The power to tax is the power to destroy 
and that there are potential destructive elements in 
our taxing policies is quite evident. The time has 
come for the taxpayers to make constructive con 
tributions in the handling of our tax structure both 
federal and state. 


Regulations 103 Amended 


Reeulatons 103, relating to the income tax unde! 
the Internal Revenue Code, were amended by T. D. 5011 
approved September 24, 1940, to reflect the change- 
in income tax law made by the first Revenue Act 0! 
1940. The new Act necessitated amendment of some 
thirty-seven sections of the regulations. 


1 Approved September 24, 1940. 
* These diversions will not be discussed here but reference is 
made to a discussion on this point in 22 Iowa Law Review (1936- 


1937) beginning at page 188. by Ralph R. Neuhoff of the St 
Louis Bar. 


























Income Taxation’ 


By MORTIMER M. CAPLIN** 


HE trust device has been a useful implement 
in avoiding the burden of heavy taxation. 
When the trust was first recognized as a sepa- 

rate taxable entity in 1916, ingenious tax lawyers 

were quick to see that by creating a revocable trust 
the taxpayer could exercise a high degree of control 
over the trust corpus and at the same time could 
spread his income so as to avoid the higher surtax 
brackets. The Treasury Department fumbled over 
this obvious flaw in the Revenue Act—holding the 
power of revocation first taxable, then non-taxable.? 

It was not until the Revenue Act of 1924 that Con- 

vress remedied this loophole? by declaring in sec- 


tion 219(g) that the grantor of a trust was subject 


* This author makes no attempt to grope in the penumbra sep- 
arating tax ‘‘avoidance’’ from tax ‘‘evasion.’’ As a preliminary to 
the discussion that follows he submits that it is well-settled that 
the creation of a trust to minimize taxation is not an illicit motive. 
Sawtell v. Commissioner, 82 F. (2d) 221 (CCA-1, 1936); see Herbert 
G. Goulder, 39 BTA 670, 673 (1939). See also Buck, ‘‘Income Tax 
Evasion and Avoidance: The Deflection of Income’’ (1936) 23 Va. 
L. Rev. 107; Leaphart, ‘‘The Use of the Trust to Escap2 the Im- 
position of Federal Income and Estate Taxes’’ (1930) 15 Corn. 
L. Q. 587. 


** Charlottesville, Va.; Editor-in-Chief of The Virginia Law Re- 
view, 1939-1940. 

' See Magill, Taxable Income (1936) 275. 

2 It is usually said that no ‘‘loophole’’ existed, that section 219 (g) 
of the Revenue Act of 1924 was merely declaratory of existing law. 
Cf, Fitzgerald, ‘‘The Taxable Status of Term Trusts’’ (1939) 17 
Taxes 699, 701; Altman, ‘‘Recent Developments in Income Tax 
Avoidance’ (1934) 29 Ill. L. Rev. 154, 166; Note (1940) 40 Col. L. 
Rev. 467, 468. The authorities for this conclusion have been deci- 
sions decided after section 219 (g) was adopted. EH. g., O’Donnell 
v. Commissioner, 64 F. (2d) 634 (CEA-9, 1933), cert. denied, 290 
U. S. 699 (1933); Dickey v. Burnet, 56 F. (2d) 917 (CCA-8, 1932), 
cert. denied, 287 U. S. 606 (1932); McCauley v. Commissioner, 44 
F., (2d) 919 (CCA-5, 1930). However, an examination of contem- 
porary authority reveals that before the adoption of section 219 (g) 
it was felt that the grantor of the revocable trust was not taxable. 
See Holmes, Federal Taxes (1923) 126. Furthermore, after the 
adoption of 219 (g), its constitutionality was questioned. See Magill, 
‘Notes on the Revenue Act of 1924—Income Tax Provisions’’ (1924) 
24 Col. L. Rev. 836, 858; Magill, ‘“‘The Taxation of Unrealized 
Income”’ (1925) 39 Harv. L. Rev. 82, 99-100. The soundness of the 
Circuit Court of Appeals’ holding in Corliss v. Bowers was even 
loubted. See (1930) 78 U. of Pa. L. Rev. 440, 441. But cf. (1929) 
‘2? Harv. L. Rev. 958, 959 (approving of District Court’s holding). 
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to an income tax where, “either alone or in conjunc- 
tion with any person not a beneficiary of the trust,” 
he had the power to revest in himself title to any part 
of the trust corpus. The Supreme Court settled the 
question of the statute’s constitutionality when it 
ruled, in Corliss v. Bowers,’ that income received by 
a beneficiary was taxable to the grantor when subject 
to his “unfettered command.” But the battle of flaw- 
finding by the lawyer and chink-filling by the Con- 
gress continued, for tax lawyers soon realized that 
the statute could be circumvented by placing the 
power of revocation in the hands of a disinterested 
third-party or a technical beneficiary. Congress filled 
this gap in 1932 by stating in a revised section 166 
that the grantor was taxable where the third-party 
or the beneficiary did not have “a substantial adverse 
interest.” However, still another amendment was 
necessary to combat the invention of the tax lawyers. 
The 1932 statute, like its predecessors of 1924, 1926 
and 1928, taxed the grantor who held a power of 
revocation “during the taxable year.” To avoid the 
statute, the grantor need only provide that his power 
of revocation was conditioned upon a giving of notice 
in the year preceding the year in which revocation 
was to be effective. These “year and a day” trusts 
were held not revocable during the taxable year,* and 
again the grantor was freed from the mandate of the 
statute. In 1934, Congress gave section 166 its pres- 
ent form: the grantor was to be taxable where he 
* whether 
it was during or after the taxable year. The existing 
Revenue Act of 1938 adopts the same terminology. 


held a power of revocation “at any time,’ 


3281 U. S. 376 (1930). 
* See cases cited infra notes 58-62. 
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The tax lawyers have not stopped in their efforts 
to minimize their clients’ tax bills. Their latest crea- 
tion is the “short-term” trust—a trust, running for a 
period of about one to five years, reverting to the 
grantor when its term has run. The short-term trust 
avoids the technical wording of the existing statute 
and, at the same time, retains for the grantor most of 
the important incidents of ownership. Recently, its 
utility was questioned by the Supreme Court ruling 
in: Helvering v. Clifford.’ The grantor of a short-term 
trust was held taxable on the Court’s finding that for 
taxation purposes he was substantially the owner of 
the trust corpus and, hence, was taxable under the 
broad definition of “income” stated in section 22(a) of 
the Revenue Act. The Court based its finding on the 
short duration of the trust, the fact that the grantor’s 
wife was the beneficiary, and the grantor’s retention 
of wide control over the trust corpus. As a result of 
this ruling, the grantor must now be able to answer 
two questions in the positive in order to keep clear 
of the Revenue Act: Is the trust irrevocable within 
section 166? Have I surrendered a sufficient number 
of rights in the corpus to stay without the wide range 
of section 22(a)? It becomes the tax lawyer’s obli- 
gation to be ready to advise the grantor, first, as to 
the different forms that the trust may take within the 
bounds of irrevocability, and, second, as to the degree 
of control he may retain over the trust corpus without 
being subjected to an income tax. 


Powers Reserved to Grantor Alone 


Revocation: Purchase Option, Right of User— 
Change of Beneficiary 


Since Corliss v. Bowers, there has been no doubt as 
to the taxability of a grantor who bluntly reserves for 
himself a power of revocation. Legal title may reside 
in an independent trustee; the income may have ac- 
tually gone to a named beneficiary. Nevertheless, as 
the “power” to stop payment resides in the hands 
of the grantor, the power in itself will be held tax- 
able. As Mr. Justice Holmes stated, “ taxation 
is not so much concerned with the refinement of title 
as it is with the actual command over the property 
taxed—the actual benefit for which the tax is paid.’ 
It follows that the Government may reach the grantor 
where he retains the bare power of revocation, or the 
equivalent power to appoint another who, in turn, 
shall have the right of termination.’ But regardless 
of the form employed, the grantor is held taxable only 
for the period during which he held such power * and 
only to the extent of property subject to the power.® 

560 Sup. Ct. 554 (U. S. 1940). See also Helvering v. Wood, 60 
Sup. Ct. 551 (U. S. 1940). 

6 Corliss v. Bowers, 281 U. S. 376, 378 (1930). 

' Ralph Pulitzer, 36 BTA 964 (1937). 

8 Cf. Simpson v. Commissioner, 77 F. (2d) 668, 669 (CCA-7, 1935). 


°F. g., Sarah A, W. Coursey, 33 BTA 1068 (1936); cf. G. C. M. 
19113, 1937-2. Cum, Bull. 30. 
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Of course, where the grantor reserves this right of 
revocation, he has the consolation of deducting the 
trust losses from his personal income.’® For taxation 
purposes, at least, he is treated as the owner of the 
estate. 

Few are the cases where a power of revocation is 
clearly reserved by the grantor. Most litigation arises 
over the more subtle contrivances of the tax lawyer. 
One such arrangement is the reservation to the 
grantor of the option to purchase the trust corpus 
“at his own price and on his own terms.” But such 
type of instrument is an obvious sham; for the trustee 
is usually relieved of all liability stemming from the 
terms of the sale, leaving the grantor free to name his 
own figure. If the grantor desires to retain an option 
of purchase, he must stipulate that it is to be at a 
fairly-determined price.’? The price-fixing must be 
part of a bona fide transaction, free from the grantor’s 
control and determined in the interests of the bene- 
ficiaries. Should the option require the payment of 
only a small sum, the grantor will be held taxable to 
the extent that the fair value of the property exceeds 
the nominal figure.’ 

A grantor may not desire an option of purchase; 
rather, he may prefer reservation of a right of user. 
An uncurbed right to call upon the corpus for his own 
needs would obviously give the grantor the equivalent 
of a power of revocation.’* However, he is not pro- 
hibited from retaining the corpus in its position of 
security for an existing indebtedness.’® Under these 
circumstances, the grantor transfers in trust all his 
vested right to the security that had been previously 
pledged. The existing right of redemption is usually 
of a substantial value and is regarded as a proper 
subject for the formation of a trust. Naturally, if the 
grantor has the uncontrolled right to have the entire 
estate exhausted in satisfaction of his debt, he will be 
held subject to the income tax.’® A degree distinction 
separates the right of user from the power of 
revocation.*? 

A favorite type of control retained by a grantor is 
the right to change beneficiaries and to alter their 
respective interests. Where the power to “modify, 
alter or amend” the trust instrument is conditioned 
upon not revoking or changing the interests of the 
beneficiaries, the grantor clearly has not reserved a 


” Stoddard v. Eaton, 22 F. (2d) 184 (D. Conn. 1927). 

1 Percy M. Chandler, 41 BTA —, No. 24 (Jan. 24, 1940). 

2 Carleton H. Palmer, 40 BTA —, No. 153 (Dec. 5, 1939). 

13 Charles T. Fisher, 28 BTA 1164 (1933). 

14 Hthel K. Childers, 39 BTA 904, 909 (1939); cf. Sarah A. W. 
Coursey, 33 BTA 1068 (1936). 

% Frederic H. Frazier, 41 BTA —, No. 20 (Jan. 19, 1940); Claude 
R. Branch, 40 BTA —, No. 160 (Dec. 7, 1939). 

1 Claude R. Branch, 40 BTA —, No. 160, at 6 (Dec, 7, 1939). 

™ The holder of an absolute right to revoke the trust, or an 
uncontrolled power of user, may be considered as substantially the 
owner of the trust corpus. Cf. The Doctrine of ‘‘Substantial Own- 
ership’’ infra. For an attempted distinction between ‘‘revocable 
trust’’ and ‘‘no trust,’’ see 4 Paul and Mertens, Law of Federal! 
Income Taxation (1934) Sec. 34.150. 
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power of revocation.’* The flexibility injected into 
this type of instrument will operate for, and not against, 
the interests of the beneficiaries. It is only where 
his reserved power allows for a change in the bene- 
ficiaries themselves, in their relative shares and the 
manner of payment, that a hidden power of revoca- 
tion may exist. In these latter situations, the grantor 
must expressly state in the trust deed that he is ex- 
cluded from any benefit arising from these changes; 
otherwise, he will be held taxable. Thus, where the 
grantor has included an express disclaimer, he may 
alter any beneficial interest,’® change the distributive 
shares of either the principal or income,” change the 
manner in which the charitable beneficiaries may be 
selected and the time or manner of payment of the 
principal and income,’ and use the corpus of the estate 
for the beneficiary until it is exhausted.**? On the 
other hand, a grantor has been taxed where he re- 
served the power to “change the list of beneficiaries” 
but did not expressly exclude himself from receiving 
any benefits.2* The court is admittedly driving at the 
intention of the grantor in its search for evidence of 
a reserved power of revocation.** In scanning the 
terms of the trust deed and the relevant surrounding 
circumstances, the court gives strong probative value 
to the express disclaimer. 


Reversions and Contingent Powers of Revocation 


In drafting the definition of a revocable trust in section 
166 of the Revenue Act, Congress drew a distinction 
between the grantor’s power to revest or revoke and 
his reversionary interest.2?> The Supreme Court ex- 
pressly recognized this distinction in its recent ruling 
in Helvering v. Wood, when it held that a grantor 
with a reversionary interest in a trust corpus was 
not taxable under section 166. The trust had been 
created for a period of three years. After that time, 
all the property held in trust was to return to the 
grantor. In recognizing that Congress had confined 
section 166 to trusts where there was a “power to 
revest,” the Court was following a long line of Board 
of Tax Appeal and lower federal court cases. The 
Government had argued that it was not sensible to 


18s Blanche G. Penn, 39 BTA 787 (1939). 

°° Knapp v. Hoey, 104 F. (2d) 99 (CCA-2, 1939); Hllsworth B. Buck, 
11 BTA —, No. 15 (Jan. 18, 1940). 

2° Ellsworth B. Buck, 41 BTA —, No. 15 (Jan. 18, 1940); Phebe 
Warren McKean Downs, 36 BTA 1129 (1937). 

21 William H. Donner, 40 BTA —, No. 19 (June 13, 1939). 

2 Lolita S. Armour, 41 BTA —, No. 105 (April 5, 1940). 

23 John P. Elton, Memo. BTA, Docket No. 89035 (Dec, 13, 1938). 

** Ellsworth B. Buck, 41 BTA —, No. 15, at 5-6 (Jan. 18, 1940); 
Raoul H. Fleischmann, 40 BTA —, No. 103, at 11 (Oct. 12, 1939). 

°% FH. g. Revenue Act of 1938, Sec. 166: ‘‘Where at any time the 
power to revest in the grantor title to any part of the corpus of 
ihe trust is vested—(1) in the grantor, either alone or in conjunc- 
tion with any person not having a substantial adverse interest in 
the disposition of such part of the corpus or in the income there- 
from, or (2) in any person not having a substantial adverse interest 
in the disposition of such part of the corpus or the income therefrom, 
then the income of such part of the trust shall be included in com- 
puting the net income of the grantor.’’ (Italics supplied.) 
26 60 Sup. Ct. 551 (U. S. 1940). 
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impute to Congress the purpose of imposing a tax 
when the grantor had an executory power to revest, 
but withholding the tax when the grantor, by pro- 
visions in the trust deed, had already exercised that 
power. Although recognizing the similarity in the 
two situations, the Court felt itself bound by the ex- 
press “Congressional mandate.” 77 


Hence, the grantor of a trust need not fear taxa- 
tion where all he holds is a reversionary interest. 
The clearest example of such type of interest is found 
in the trust for a term of years illustrated in the 
Wood case.** Other taxproof forms include: a trust 
for the life of the beneficiary or grantor and a rever- 
sion; ** a life trust with a “possibility of reverter” ; *° 
a term trust with an earlier reversion on the death of 
the beneficiary ; *' a trust for a period of years with a 
“possibility of reverter” dependent upon the prior 
death of the ultimate beneficiary,** or dependent upon 
the prior death or insanity of the trustee.** The rever- 
sionary interest in all these situations is contingent upon 
an event beyond the control of the grantor. As the 
vested reversionary interest in the term trust is not 
taxable, for a stronger reason, the contingent rever- 
sionary interest in the term trust is not taxable. 


The grantor is again immune from taxation where 
he retains only a contingent power of revocation. 
The development of the statutes and the holdings of 
the courts all evidence this conclusion. Before 1932, 
section 166 and its earlier equivalent, section 219(g), 
provided that the grantor of a trust was subject to 
an income tax where he had the power to revest in 
himself title to any part of the trust corpus. How- 
ever, the Revenue Act of 1932 declared the grantor 
taxable when the power to revest was “vested.” This 
slight change in terminology seems indicative of a 
Congressional policy to tax the grantor when his 
power to revest is “vested,” and to exempt him from 
taxation when the power is contingent. And the 
courts so hold—at least where the contingency is 
beyond the control of the grantor.** In a recent case,** 
a grantor-husband was not taxed where the power of 
revocation depended upon his separation from the 





2 Td. at 553. 
28 Helvering v. Wood, 60 Sup. Ct. 551 (U. S. 1940). 
2 Life of beneficiary: Arthur F. Morton, 41 BTA —, No. 102 


(April 4, 1940); Blanche G. Penn, 39 BTA 787 (1939). Life of 
grantor: Frederic H. Frazier, 41 BTA —, No. 20 (Jan. 19, 1940); 
Ethel K. Childers, 39 BTA 904 (1939). 

% Ellsworth B. Buck, 41 BTA —, No. 15 (Jan. 18, 1940); Claude 
R. Branch, 40 BTA —, No. 160 (Dec. 7, 1939); Christopher L. Ward, 
40 BTA —, No. 41 (July 12, 1939); Phebe Warren McKean Downs, 
36 BTA 1129 (1937); cf. Sarah A. W. Coursey, 33 BTA 1068 (1936). 

31 Sydney R. Bliss, 26 BTA 962 (1932). 

32 J, 8. Pyeatt, 39 BTA 774 (1939); William E. Boeing, 37 BTA 
178 (1938). 

33 Commissioner v. Yeiser, 75 F. (2d) 956 (CCA-6, 1935). 

% John Edward Rovensky, 37 BTA 702 (1938) (death of benefi- 
ciary); Corning v. Commissioner, 104 F, (2d) 329 (CCA-6, 1939), 
rev’g Warren H. Corning, 36 BTA 301 (1937) (death of contingent 
beneficiary). But cf. Warren, ‘‘The Reduction of Income Taxes 
through the Use of Trusts’’ (1936) 34 Mich. L. Rev. 809, 822-823. 
% Percy M., Chandler, 41 BTA —, No. 24 (Jan. 24, 1940). 
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beneficiary-wife “for any cause whatsoever.” The 
Board of Tax Appeals idealistically ignored the argu- 
ment that this was a condition wholly within the 
grantor’s control. The argument was termed “a 
cynical view.” Thus, where a power of revocation, or 
a power to appoint by will,°® is based upon a con- 
tingency which in the opinion of the court is beyond 
the grantor’s control, the grantor will not be subjected 
to the dictates of section 166. 


Powers Reserved to Third Party Alone 
Or in Conjunction with Grantor 
Revenue Acts of 1924, 1926, 1928 

The section on revocable trust up until 1932 pro- 
vided for taxation of the grantor where he had, 

“at any time during the taxable year, either alone or in con- 
junction with any person not a beneficiary of the trust, the 
power to revest in himself title to any part of the corpus of 
the trust F 

Two openings immediately presented themselves: 
the grantor could place the power of revocation in 
himself in conjunction with a person to whom he 
had given a small beneficial interest; the grantor 
could place the power of revocation in the hands of 
an amenable third person. Either one of these plans 
would avoid the words of the statute; either one 
would keep the grantor in actual control. 

According to the terminology used in these statutes, 
the grantor was subjected to taxation where he reserved 
the power of revocation in conjunction with a third 
person who was not a beneficiary of the trust. The 
same result followed where the grantor reserved the 
power to himself in conjunction with more than one 
such party, and this though the plural parties were 
trustees ** or co-grantors.** No basis existed for a 
statutory distinction between a power of revocation held 
by the grantor in conjunction with another and the power 
held by the grantor in conjunction with many others. 
Both situations encompassed the same evil. By fur- 
ther construction, the lower courts held that the term 
“beneficiary” included a contingent beneficiary,*® a bene- 
ficiary who was the wife of the grantor,* a beneficiary’s 
father.*' | On the other hand, the Supreme Court held 
that a trustee, though he held a beneficial interest, 
was not within the statutory meaning of “beneficiary.” ** 
\ll in all, the term was not a very satisfactory one 
and left the door wide open for avoidance. 


*% Sarah A. W. Coursey, 33 BTA 1068 (1936). 

7 Joseph H. Bromley, Jr., 26 BTA 878 (1932), aff’d, 66 F. (2d) 552 
(CCA-3, 1933); cf. Emma Louise Smith, 23 BTA 631 (1931), rev’d 
on other grounds, 59 F. (2d) 56 (CCA-1, 1932). 

8 Crossett v. United States, 30 F. Supp. 802 (Ct. Cl. 1940). 

3° Smith v. Commissioner, 59 F. (2d) 56 (CCA-1, 1932); Olive 
H. Prouty, 30 BTA 1068 (1934). 

® Margaret A. Holmes, 27 BTA 660 (1933). 

“1 Savage v. Commissioner, 82 F. (2d) 92 (CCA-3, 1936). 

“ Reinecke v. Smith, 289 U. S. 172 (1933). But cf. Higgins v. 
White, 93 F. (2d) 357 (CCA-1, 1937). 
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Further avoidance was accomplished by vesting 
the power of revocation in a third party.** As the 
statute made no provision for this situation, a grantor 
could set up a trust for his daughter, give his wife 
a power of revocation and escape the income tax." 
Again, the president and one of the chief stockholders 
of a bank could create a trust, make the bank the 
trustee and give it the power of revocation.** The 
trustee-bank, recognized as a third party, would bring 
the grantor outside the scope of the statute. 

The flaws were obvious. The stage was set for 
statutory reform. 


Revenue Act of 1932— 
The “Substantial Adverse Interest” 

The revised section 166 of the Revenue Act of 
1932 closed some of the existing gaps by providing 
that the grantor was taxable where, at any time dur- 
ing the taxable year, the power to revoke or revest 
was lodged in the grantor alone, in one not having 
a “substantial adverse interest” in the disposition of 
the corpus in question or the income therefrom, or 
in both the grantor and the other. The question to be 
answered today is whether or not the power of revo 
cation resides in one having an adverse as well as a 
substantial interest. The determination has become 
largely a question of fact. 

Naturally, the direct beneficiary of a trust has an 
adverse interest in the trust corpus.*® And though 
the beneficiary’s interest in the corpus be half con 
tingent and half vested, or though it be entirely con- 
tingent, the adversity is recognized as to the whole.*’ 
However, a trustee, gua trustee, is not recognized as 
having an adverse interest, even though the trustee 
be a commercial organization and receives compen- 
sation for its services.** The courts have not recog- 
nized as adverse the interest of the trustee that stems 
from the duty owed to the beneficiary to care for 
the trust property. (Or if they have recognized such 
adversity, they have not deemed it substantial.) It is 
where the trustee has the power to distribute the 
income to himself,*® or direct the income towards the 
discharge of his legal obligations, that his adverse 
interest is recognized. In all events, any person hold 
ing a power of revocation coupled with a power of 





4 W. L. Honnold, 30 BTA 774 (1934), aff’d, 77 F. (2d) 995 (CCA-2 
1935), cert. denied, 296 U. S. 632 (1935). 

4 Sydney R. Bliss, 26 BTA 962 (1932). 

* Valentine Bliss, 26 BTA 731 (1932). 

4 Herbert G. Goulder, 39 BTA 670 (1939). 

“ J, Edward Johnston, 41 BTA —, No. 81 (March 6, 1940) (con- 
tingent as to half); Corning v. Commissioner, 104 F. (2d) 329, 333 
(CCA-6, 1939) (contingent as to all); Jane B. Shiverick, 37 BTA 
454 (contingent as to all). But cf. Crossett v. United States, 30 F. 
Supp. 802, 806 (Ct. Cl. 1940) (grantors each having reversions and 
contingent remainders). 

#8 John N. Fulham, 40 BTA No. 13 (June 7, 1939); Sterling Morton, 
38 BTA 1283 (1932). But cf. Higgins v. White, 93 F. (2d) 357 
(CCA-1, 1937). 

# Daniel P. Wooley, 39 BTA 802 (1939). 
3° Freda R. Caspersen, 40 BTA No. 113 (Oct. 19, 1939). 
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amendment will be deemed to have an adverse inter- 
est. Inasmuch as he may amend the instrument so 
as to direct funds to himself, his interest is apparently 
adverse. It should be recognized that in all the fore- 
going situations the beneficiary, the trustee, or the 
third party is usually a close member of the family— 
a spouse, a parent, a child. The courts have appeared 
to ignore the closeness of the family relationship in 
testing for the adversity of an interest.*? 

No clear-cut measure of substantiality has been 
moulded, as yet, by the courts. It would appear that 
an adverse interest would be substantial either if it 
were a relatively large portion of an estate, or its 
value met some absolute standard.** But size is only 
one consideration. The remoteness of the interest is 
another important element in this determination. A 
contingent interest of a beneficiary may truly be sub- 
stantial.°* However, where the interest is only a 
“remotely possible expectancy,” it cannot be recog- 
nized.®° The consideration of the probability of occur- 
rence takes another form where the interest of a 
beneficiary rests on the absolute discretion of the 
trustees, or on a discretion based on some objective 
standard; in the former the interest is not deemed sub- 
stantial, but in the latter it is substantial.°® We are 
here dealing in the realm of probabilities—a matter of 
degree. 

3ut as indicated earlier in this discussion, where 
the power to revest is based upon a contingency, it is 
beyond the wording of the statute. As in the situation 
where the power of revocation resides in the grantor 
alone, so the statute looks for a “vested” power in 
the beneficiary or third party. If the power is con- 
tingent—a contingency beyond their control—it no 
longer remains necessary to test for any substantial 
adverse interest.*’ 


“Year-and-a-Day” Trusts—Short-time Trusts 


No discussion of the revocable trust or, more spe- 
cifically, the short-term trust would be complete 





1 Laura E. Huffman, 39 BTA 880 (1939). 

52 Compare with this the emphasis recently placed by the Su- 
preme Court on the family relationship. See Helvering v. Clifford, 
60 Sup. Ct. 554 (U. S. 1940), discussed infra. 

533 Cf. Mary A, Cushing, 38 BTA 948, 950 (1938). The financial 
interest of the commercial trustee in the continuation of the trust 
is not deemed ‘“‘substantial.’’ EH. g., Sterling Morton, 38 BTA 1283 
(1938). However, it would appear that the trustee would acquire 
a derivative adverse interest growing out of his obligations to the 
beneficiary. Cf. Higgins v. White, 93 F. (2d) 357 (CCA-1, 1937). 

It has been suggested that the courts will probably establish an 
absolute, rather than a relative, standard. Magill, Taxable Income 
(1936) 287. 

54 Corning v. Commissioner, 104 F. (2d) 329, 330 (CCA-6, 1939); 
Jane B. Shiverick, 37 BTA 454, 459 (1938). But cf. Crossett v. 
United States, 30 F. Supp. 802 (Ct. Cl. 1940), where each grantor 
was in the inconsistent position of being also a contingent benefi- 
ciary to part of the estate. 

5% Mary A. Cushing, 38 BTA 948 (1938). 

% Compare John N, Fulham, 40 BTA —, No. 13 (June 7, 1939) 
(absolute discretion), with J. Edward Johnston, 41 BTA —, No. 81 
(March 6, 1940) (discretion based on objective fact). 

3 Cf. Sternhagen, dissenting in Lewis Hunt Mills, Adm’r, 39 BTA 


798, 801 (1939). See also Higgins v. White, 93 F. (2d) 357 (CCA-1, 
1937). 
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without a consideration of the so-called “year-and- 
a-day” trusts. They illustrate another step in the 
development of the present terminology of section 166. 
Their origin is traceable to the same statutory provi- 
sion that gave birth to the early term trusts. From 
the first provisions dealing with the revocable trust 
in the Revenue Act of 1924 through the provisions in 
section 166 of the Revenue Act of 1932, the grantor 
of a trust had been declared subject to an income tax 
where “at any time during the taxable year” he re- 
tained the power of revocation. Frustrated at every 
turn, the tax lawyers found—aided by the courts’ 
construction of section 166—a new form of avoidance 
in the words “in any time during the taxable year.” 
It was realized that the statute permitted a grantor 
to retain a power of revocation only where it was 
exercisable beyond the taxable year. Hence, a trust 
could be established which reserved the power to the 
grantor “at the expiration of twelve months and one 
day after notice of revocation.” The courts found that 
a grantor subject to such a condition could not revest 
the corpus in himself and obtain the income therefrom 
during the taxable year; accordingly, the grantor was 
not held taxable.** Circuit Judge Augustus Hand be- 
moaned this interpretation as sharply as a dissenting 
opinion would permit.°® He maintained that the 
grantor should be taxed where he held during the tax- 
able year the power to revest—regardless of when the 
actual revesting took place. The legislature had evi- 
dently sought to exempt only the grantor who might 
not be able to exercise his power of revocation for a 
number of years.® Nevertheless, under the majority’s 
interpretation of the statute, a grantor was tax free 
where he was required, before exercising the power 
of revocation, to give notice during the calendar year 
preceding the year actual revocation was to take 
effect. Thus, in the absence of clumsy draftsman- 
ship, a grantor could escape taxation even where he 
held a power of revocation. However, the Revenue 
Act of 1934 ended this retention of power when it 
provided that the grantor was taxable where “at any 
time” he was vested with the power of revocation. 
Today, therefore, the grantor is taxable even where 
his power of revocation is conditioned upon giving 
notice “at least five days before the expiration of any 
calendar year.” ® 


The same provision of the early Revenue Acts 
which had allowed the intrusion of the “year-and-a- 





58 Langley v. Commissioner, 61 F. (2d) 796 (CCA-2, 1932). 

59 Td. at 799. 

© F.g., Henry A. B. Dunning, 36 BTA 1222 (1937) (irrevocable for 
four and one-half years); Franklin Miller Handly, 30 BTA 1271 
(1934) (irrevocable for over ten years). 

61 United States v. Stroop, 109 F. (2d) 891 (CCA-6, 1940); Lewis 
v. White, 56 F. (2d) 390 (D. Mass. 1932). 

62 Simpson v. Commissioner, 77 F. (2d) 668 (CCA-7, 1935) (power to 
revoke on December 31 of any year); Clapp v. Heiner, 51 F. (2d) 
224 (CCA-3, 1931) (power to revoke on six months’ notice). 

63 Katherine Kraft, 40 BTA —, No. 44 (July 18, 1939). 



































































































































































































































































































































682 TAX ES—The Tax Magazine 





day” trusts made more simple the recognition of the 
first short-term trusts. The statute clearly implied 
that if the term continued beyond the “taxable year” 
the grantor was not taxable, though at the expiration 
of the term he held the power to revoke. Hence, if a 
grantor of a “year-and-a-day” trust was not to be 
taxable where he reserved a power of revocation con- 
tingent on one-day’s notice before the end of a tax- 
able year, it was very logical that he could not be held 
taxable where he merely held a reversion on a six- 
month term trust straddling across the end of the 
taxable year.* The life of the former, if created near 
the end of a taxable year, might last for but a few 
days; the latter had least the definite duration of 
six months. It would have been difficult for courts 
working under the Revenue Acts of 1924, 1926, 1928 
and 1932 to hold that a trust running for a short 
duration of time was not a “trust” within the contem- 
plation of the statute. The Acts that had made pos- 
sible the use of the “year-and-a-day” trusts could not 
ignore the term trusts. In all events, it is well-settled 
that before the 1934 amendment the courts did recog- 
nize the short-term trust as a valid trust—a trust sub- 
ject to the same rules applicable to trusts of longer 
duration. The Fifth Circuit Court of Appeals, for 
example, recognized that the grantor of a one-year 
term trust, created under the 1928 statute, was not 
taxable for the year in which his reversionary interest 
matured.® The court simply applied the rule appli- 
cable to any other form of trust: that a reversion was 
not a power of revocation and, therefore, did not pro- 
vide a basis for taxation. 

Today the short-term trust is the favorite device 
used by the tax lawyer tor the temporary reallocation 
of his client’s income. Whether the trust be for less 
than a year, or for ten years,” the grantor’s rever- 
sionary interest is recognized as being beyond the 
pale of section 166 of the present Revenue Act.® The 
grantor may not be taxed though his reversion be 
coupled with a power of appointment,® or even 
quickened by an uncontrolled contingency.”° Never- 


* Francis Marshall Canfield, et al., Adm’rs, 31 BTA 724 (1934). 

6% United States v. First Nat. Bank, 74 F. (2d) 360 (CCA-5, 1934). 

% Graham Sumner, 40 BTA —, No. 121 (Oct. 24, 1939). This trust 
was to last from January 10, 1934, to January 5, 1935—unless the 
beneficiary died before such expiration. It is the shortest term 
trust that the author has been able to find under the Revenue Act of 
1934. Cf. Francis Marshall Canfield, et al., Adm’rs, 31 BTA 724 
(1934), for a six-month trust under section 166 of the Revenue Act 
of 1928. 

* Louise B. Jonas, 40 BTA —, No. 148 (Nov. 28, 1939) (extension 
to last for ten years). See also Alfred C. Berolzheimer, 40 BTA —, 
No. 98 (Oct. 6, 1939) (nine and one-half years term); Helvering v. 
Wood, 60 Sup. Ct. 551 (U. S. 1940) (three years term); Jay C. 
Hormel, 39 BTA 244 (1939) (three years term); Daniel P. Wooley, 
39 BTA 802 (1939) (two and one-half years term). 

*® For the text of section 166 of the Revenue Act of 1938, see note 
25 supra. These provisions are the same as those of section 166 
of the Revenue Act of 1934, 

® Raoul H. Fleischmann, 40 BTA —, No. 103 (Oct. 12, 1939). 

7 Graham Sumner, 40 BTA —, No. 121 (Oct. 24, 1939) (death of 
beneficiary); Christopher L. Ward, 40 BTA —, No. 41 (July 12, 1939) 
(death of grantor); Herbert G. Goulder, 39 BTA 670 (1939) (death of 
grantor or beneficiary). 
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theless, such grantor, like the grantor of any other 
form of trust, receives no protection where he has re- 
tained a power to revest the corpus in himself eithe: 
prior to, or after, the termination of the stated period."! 
In considering the power to revoke at the close of the 
term, the control over the corpus credited to the 
grantor—the basis of taxation in Corliss v. Bowers ™*- 
might very well be questioned. A term running for 
one or two years, subject to a future power of revoca 
tion, seems to be sufficiently within the grantor’s con 
trol for taxation purposes. But where this term extends 
beyond four or five years, the alleged power or control 
seems to shrivel away. Taxation based upon such 
distant future right would appear to be violative of the 
Fifth Amendment.”* In all events, as has been pre 
viously indicated, the grantor would not be taxable 
where his power of revocation depended upon a con 
tingency beyond his control.” 

Despite the Supreme Court ruling in Helvering v. 
Chfford,"** the writer submits that the short-term trust 
is still available to a taxpayer anxious to avoid the 
higher surtax brackets. The only qualification upon 
its use is the qualification placed upon all forms of 
trusts used for income tax avoidance: the qualifica 
tion inherent in section 22(a) of the Revenue Act. 
That section presents a flexible standard for measuring 
the control retained by the grantor of the trust. Ti 
he has surrendered certain important incidents of 
ownership in the trust corpus, thus indicating his 
intent to create a valid trust, the court will be bound 
to recognize his freedom from taxation regardless oi 
the short duration of the trust-term. It is only where 
he has retained the substantial incidents of ownership 
thai the grantor will be held subject to the income tax. 


Helvering v. Clifford— 
The Doctrine of “Substantial Ownership” 


In propounding the doctrine of “substantial owner 
ship” in the Clifford case,’* the Supreme Court was 
treading on familiar ground. The foundation of the 
doctrine had been laid in Corliss v. Bowers, when the 
court based an income tax upon the control retained 
over property; the structure was raised in Burnet v. 


Cf, Estate of A. C. O’Laughlin, 38 BTA 1120 (1938). 

ua Note 6, supra. 

72 See Montgomery and Magill, Federal Taxes on Estates, Trusts 
and Gifts (1936-37) 89; Sutter and Owen, ‘‘Federal Taxation of 
Settlors of Trusts’’ (1935) 33 Mich. L. Rev. 1169, 1191; cf. Fitz 
gerald, supra note 2, at 704. But see Altman, supra note 2, at 168. 

The phrase ‘‘during the taxable year,’’ in the revocable trust 
section of the Revenue Acts of 1924, 1926, 1928 and 1932, seems to 
indicate a Congressional intent not to tax the grantors of long 
term trusts who reserved a power of revocation at the expiration 
of the term. Cf. Henry A. B. Dunning, 36 BTA 1222 (1937): Franklin 
Miller Handly, 30 BTA 1271 (1934). 

73 Cf. cases cited supra notes 34-35. 

73a 60 Sup. Ct. 554 (U. S. 1940). 

7%*# See Tye, ‘‘Federal Taxation of Irrevocable Trusts Re-examined’ 
(1940) 18 Taxes 216, 222. But cf. Morton Stein, 41 BTA —, No. 134 
(April 30, 1940); Note (1940) 40 Col. L. Rev. 467, 488; (1940) 53 Harv. 
L. Rev. 1050. 

7% Note 73a, supra. 
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Wells*® and Du Pont v. Commissioner," when the 
Court based a tax upon non-legal benefits received 
from property ; a wing was added in Douglas v. Will- 
cuts,"* when the Court based a tax upon the legal 
obligations discharged through property. The Court 
has repeatedly recognized that the Government “may 
tax not only ownership, but any right or privilege that 
is a constituent of ownership.” ** Thus, where the 
grantor of the Clifford trust retained all the substan- 
tial incidents of ownership of the trust corpus, the 
Court felt amply justified in ignoring the trust entity 
and taxing him as owner of the corpus under section 
22(a). 


“Liability may rest upon the enjoyment by the taxpayer 
of privileges and benefits so substantial and important as to 
make it reasonable and just to deal with him as if he were 
the owner, and to tax him on that basis.” ™ 
The grantor may, indeed, reserve many privileges and 
benefits, but the scope of this reservation must not 
be so substantial and important as to be deemed 
equivalent to ownership. The grantor will, therefore, 
be anxious to learn what rights he may retain with- 
out being treated for taxation purposes as the owner 
of the corpus. 

A scrutiny of the cases dealing with the problem of 
“substantial ownership” indicates that the courts’ 
chief concern is over the intention of the grantor in 
creating the trust:*' Does the grantor intend to 
create a bona fide trust or does he intend to create a 
mere agency for the handling of his securities? This 
intention will be gleaned from the terms of the agree- 
ment, the circumstances surrounding its creation, and 
the subsequent acts of the parties. It is apparent that 
where most of the substantial powers have been re- 
served, or, at the other extreme, only a few incidental 
powers have been reserved, a court’s determination is 
clear—the grantor will be taxed in the first instance, 
not taxed in the second. Difficulty arises, however, in 
the broad middle area. There the courts must care- 
fully weigh the physical reservations, the motives and 
the behavior of the grantor. No one fact is controlling ; 
yet, under a degree distinction, one added circum- 
stance may tip the scales either in favor or against 
the taxpayer. 

The taxpayer who creates a trust for the sole pur- 
pose of avoiding taxation is probably anxious to re- 
serve as much control as possible over the corpus. 
The typical procedure is to create a short-term trust, 
With a reversion in the grantor. 


The grantor will 
7% 289 U. S. 670 (1933) (irrevocable trust to pay premiums on 
grantor’s life insurante policies). 

7289 U. S. 685 (1933) (short term trust to pay premiums on 
grantor’s life insurance policies). 


78 206 U. S. 1 (1935) (life trust to pay grantor’s alimony obliga- 
tions). 

7° Burnet v. Wells, 289 U. S. 670, 678 (1933). 

” Ibid. 

81 See Claude R. Branch, 40 BTA —, No. 160, at 7-8 (Dec. 7, 1939); 
Carleton H. Palmer, 40 BTA —, No. 153, at 6 (Dec. 5, 1939; cf. 


Richardson v. Smith, 102 F. (2d) 697, 699 (CCA-2, 1939). 
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stipulate that he now holds the property as trustee; 
his wife or child will be the beneficiary. Although all 
income is to go to the beneficiary, the grantor will 
reserve the power to sell the trust corpus, to invest 
and re-invest the proceeds. Usually there is included 
an exculpatory clause, clearing the grantor from lia- 
bility for loss not arising from willful misconduct. 
Under a trust embodying the foregoing provisions the 
grantor is held tax-proof.‘? Here there is more than 
a blank assignment of income;** the grantor has 
limited his control through obligations undertaken by 
him as trustee; important elements of ownership re- 
side in the beneficiary. Some grantors, however, are 
not satisfied with such limited powers; they are 
anxious for greater control. They might desire to 
treat the trust property as their own.** They might 
desire the right to purchase the property from the 
trust in their individual capacity.*® They might desire 
the right to determine what shall be considered in- 
come and what principal; what expenses shall be 
charged to income, what to principal.*® But the com- 
bination of the originally-mentioned powers and those 
later-mentioned would give the grantor a degree of 
control parallel to ownership. Such trusts, especially 
where they were for a short duration, have been held 
to be lacking in substance.*? They might very well 
be considered a valid trust in a court of equity; but 
they will not be so considered in the application of 
the taxing statute. The term “trust,” as used in sec- 
tion 166, can not have been intended to comprehend 
every type of trust recognized in equity.** However 
this may be, such interpretation might be reversed if 
additional evidential factors were added. For example, 
the grantor may have had a laudatory motive in 
creating this trust—he may have desired to secure 
the financial future of his family,*® or to reward a 
worthy child.*° The additional evidence would clarify 





8 Alfred C. Berolzheimer, 40 BTA —, No. 98 (Oct. 6, 1939); Her- 
bert G. Goulder, 39 BTA 670 (1939); Henry A. B. Dunning, 36 BTA 
Carleton H. Palmer, 40 BTA —, No. 153, at 6 (Dec. 5, 1939), cf. 
1222 (1927); cf. Helvering v. Wood, 60 Sup. Ct. 551 (U. S. 1940). In 
applying the rule of the Clifford case to the life-trust involved in 
Morton Stein, 41 BTA —, No. 134 (April 30, 1940), the Board of Tax 
Appeals disregarded all former precedent. It is submitted that the 
Morton Stein decision marks an unwarranted extension of Helver- 
ing v. Clifford, 60 Sup. Ct. 554 (U. S. 1940). 

83 A mere assignment of earnings, though assigned before they are 
earned, is taxable to the assignor, Lucas v. Earl, 281 U.S. 111 (1930). 

% Hstate of A. C. O’Laughlin, 38 BTA 1120 (1938); William C. 
Rands, 34 BTA 1107 (1936); Benjamin F. Wallman, 31 BTA 37 (1934). 

% Estate of A. C. O’Laughlin, 38 BTA 1120 (1938); cf. Ethel K. 
Childers, 39 BTA 904 (1939) (decision based on Sec. 167). 

8 Estate of A. C. O’Laughlin, 38 BTA 1120 (1938). Closely allied 
with this right is the stipulation often appearing in trust deeds that 
all increases in value of the stock, realized or not, all extraordinary 
cash dividends and all stock dividends are to be treated as prin- 
cipal, and not income. The courts have been antagonistic to such 
provisions, looking at the trust as a mere investment agency for the 
grantor’s securities. EH.g., Helvering v. Clifford, 60 Sup. Ct. 554 
(U. S. 1940); William C. Rands, 34 BTA 1107 (1936); Benjamin F. 
Wallman, 31 BTA 37 (1934). 

8 The shortness of the duration of the trust may be the one 
element to tip the scales against the grantor. E£.g., Graham v. 
Sumner, 40 BTA No. 121 (Oct. 24, 1939). 

88 See Stoddard v. Eaton, 22 F. (2d) 184, 186-187 (D. Conn. 1927). 

8% Frederic H. Frazier, 41 BTA —, No. 20 (Jan. 19, 1940). 

® Lolita S. Armour, 41 BTA —, No. 105 (April 5, 1940). 
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the grantor’s apparent intention. In searching for this 
evidence, the court might draw its inferences from 
the circumstances surrounding the making and per- 
formance of the trust deed,®’ or the appointment of 
an independent trustee, or even a fellow co-trustee.* 
Under a clear indication of intent, the courts will often 
disregard the broad physical rights enjoyed by the 
grantor and hold him tax free. 

It should be evident from the foregoing that no one 
factor is controlling, whether that factor be that the 
grantor is also the trustee, or that his wife is also the 
beneficiary, or that the trust continues but for a short 
duration, or that the grantor had only a tax-avoidance 
motive, or that the grantor reserved an uncontrolled 
power of investment. Rather, each right retained has 
its particular probative value in determining whether 
the underlying intention of the grantor was to create 
a valid trust, or a hollow decoy. Helvering v. Clifford 
held that the bundle of rights reserved in that par- 
ticular case was so substantial that the grantor could 
not complain when for the purpose of taxation he was 
treated as the owner altogether. The Court followed 
the orthodox formula in finding that the grantor had 
retained the substantial incidents of ownership. The 
outstanding feature of this finding was the emphasis 
placed by the Court on the family relationship existing 
between the grantor-husband and the beneficiary-wife. 
Though recognized before, “the intimacy of the familial 
relationship” had never been given material considera- 
tion. Here, however, the Court regarded the entire 
trust arrangement as “a temporary reallocation of in- 
come within an intimate family group.” ” 


Conclusion 


The decision of Helvering v. Wood and Helvering v. 
Clifford may be viewed as a victory for the taxpayer. 
In the Wood case, the Court rejected the Govern- 
ment’s contention that the reversionary interest in a 
short-term trust was the equivalent of a reserved 
power of revocation. It was admitted—despite a re- 
cent disregard for the technicalities of real property 
law **—that under section 166 a distinction existed 
between these two types of interests. Furthermore, 
in the Clifford case, the Court looked beyond the Treas- 
ury Department’s regulation that the grantor is to 
be regarded “as in substance the owner of the corpus 


" F.g., Arthur F. Morton, 41 BTA —, No. 102 (April 4, 1940); 
Percy M, Chandler, 41 BTA —, No. 24 (Jan. 24, 1940); Carleton H. 
Palmer, 40 BTA —, No. 153 (Dec. 5, 1939). 


% Independent trustee: Ellsworth B. Buck, 41 BTA —, No. 15 
(Jan. 18, 1940); Christopher L. Ward, 40 BTA —, No. 41 (July 12, 
1939). Co-trustee: Claude R. Branch, 40 BTA —, No. 160 (Dec. 


7, 1939); Blanche G. Penn, 39 BTA 787 (1939); Jay C. Hormel, 39 
BTA 244 (1939). 

*®% Helvering v. Clifford, 60 Sup. Ct. 554, 557 (U. S. 1940). The 
family relationship has never before been given such weight in 
income taxation. See Paul and Haven, ‘‘Husband and Wife under 
the Income Tax’"’ (1936) 5 Brooklyn L. Rev. 241, 264. 


™ Helvering v. Hallock, 60 Sup. Ct. 444 (U. S. 1940), 26 Va. L. Rev. 
830. 
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if, in view of the essential nature and purpose of the 
trust, it is apparent that the grantor has failed to 
part permanently and definitively with the substan- 
tial incidents of ownership in the corpus.” * The 
short-term feature of the trust had not been singled 
out for condemnation. Instead, the decision hinged 
upon a consideration of all the facts and circumstances 
pertaining to the trust itself. It was the blend of all 
the reserved rights, not any one right, that lead to 
the conclusion that the grantor retained the incidents 
of “substantial ownership.” 


The short-term trust, therefore, continues to be a 
haven for the wary taxpayer.®°® England has stifled its 
use by a specific statutory provision; ** but Congress 
has rejected a recommendation for similar legisla- 
tion.** Until such statute is adopted—and if it is, a 
constitutional issue will be at stake *°—a grantor may 
lower his income tax bills by merely exercising rea- 
sonable restraint over his desire to control the trust 
corpus. The recent Supreme Court rulings trace the 
limits of this exercise of control. 


*® U. S. Treas, Reg. 86 (1935), Art. 166-1, as amended, T. D. 4629, 
XV-1 Cum, Bull. 140 (1936). This regulation is undoubtedly based 
upon a dictum in Du Pont v. Commissioners, 289 U. S. 685, 689 
(1933), but does not seem to be expressive of the true rule. The 
regulation was disregarded in a recent decision. Louise B. Jonas, 
40 BTA —, No. 148 (Nov. 28, 1939). 


% The author makes this statement notwithstanding the ruling of 
the Board of Tax Appeals in Morton Stein, 41 BTA —, No. 134 
(April 30, 1940). If the Morton Stein case is accepted as sound law, 
the short-term trust becomes very limited in use. A strict adher- 
ence to the language in Helvering v. Clifford, 60 Sup. Ct. 554 (U. S. 
1940), must lead one to the conclusion that the Morton Stein con- 
troversy was wrongly decided. The author suggests that it was for 
the Supreme Court to announce the demise of the short-term trust, 
not for the Board of Tax Appeals to do so. In the absence of such 
statement by the Supreme Court, the taxpayer, or his attorney, is 
amply justified in looking at former precedent. 


% The Finance Act, 1922, 12 & 13 Geo. V, c. 17, Sec. 20(1)(b). Ina 
footnote in his dissenting opinion in Helvering v. Clifford, Mr. Jus- 
tice Roberts notes that the English provision has been thought un- 
satisfactory. See 60 Sup. Ct. 554, 560 n. 11. The English statute 
taxes the grantor on income arising from a short term trust where 
the term does not exceed six years. 


% The Treasury Department had recommended in 1934 that income 
from short term trust be made taxable to the grantor by statute. 
See Hearings before Committee on Ways and Means on H. R. 7835, 
73d Cong., 2d Sess. (1934) 151. However, Congress did not adopt the 
recommendation in drafting the 1934 Revenue Act. H. R. Rep. No. 
1385, 73d Cong., 2d Sess. (1934) 24. It has been suggested that the 
proposal was rejected due to the difficulty of defining a short-term 
trust without encountering constitutional difficulties. See Tyler 


and Ohl, ‘“‘The Revenue Act of 1934’’ (1935) 83 U. of Pa. L. Rev. 
607, 635. 


® A scrutiny of the Wood and Clifford cases reveals that taxation 
of grantors of short-term trusts still involves a live constitutional 
issue. In the first decision, Mr. Justice Douglas implied that 
Congress had the power to provide for such taxation. Cf. Helver- 
ing v. Wood, 60 Sup. Ct. 551, 553 (U. S. 1940). However, the scope 
of these implications are carefully limited in the closing words of 
the Clifford case: ‘‘In view of the broad and sweeping language of 
Sec. 22(a), a specific provision covering short term trusts might well 
do no more than to carve out of Sec. 22(a) a defined group of cases 
to which a rule of thumb would be applied. The failure of Congress 
to adopt any such rule of thumb for that type of trust must be taken 
to do no more than to leave to the triers of fact the initial determina- 
tion of whether or not on the facts of each case the grantor remains 
the owner for purposes of Sec. 22(a).’’ Helvering v. Clifford, 60 
Sup. Ct. 554, 558 (U. S. 1940). In dissenting, Mr. Justice Roberts 
expresses a limitation on Congressional action: ‘‘If some short term 
trusts are to be treated as non-existent for income tax purposes, 
it is for Congress to specify them.” (Italics supplied.) Jd. at 560. 
Compare Wales, ‘‘Indian Gifts’’ (1939) 34 Ill. L. Rev. 119, 127, 134 
(constitutional), with Jacobson and Johnson, ‘‘Minimizing Income 
and Estate Taxes: The Family Trust, The Family Corporation, and 
The Family Partnership’’ (1936) 5 Brooklyn L. Rev. 389, 390 (un- 
constitutional). 
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TROUBLESOME problem which arises in nearly 
every country and is treated somewhat differently 
than it is in the United States, relates to withhold- 
ing of taxes at the source on account of such payments as 
cane = may be specified in the par- 
ticular law, such as interest 
and dividend payments to 
nonresidents. Such withhold- 
ing, in the case of interest 
and dividends, is almost 





universally required regard- 
less of the residence of the 
party receiving such income. 
The problem must be con- 
sidered both from the stand- 
point of the debtor and from 
that of the creditor. 


From Debtor’s Standpoint 


There is no uniform rule 
in Latin America as to al- 
lowability of deductions for 
expenses either paid or ac- 
crued which are of such na- 
ture that a tax at the source must be withheld by the 
payer. In some countries, for example Argentina and 
Mexico, such items can only be deducted as expenses 
upon proof that the tax has been so withheld. In 
other countries, for example Cuba, Chile, Brazil, Pana- 
ma and Colombia,** the interest may be deducted even 
though under the law the time has not yet arrived 
for either withholding or paying over the tax. 

The strictest rule is found in Mexico where even 
though the tax must be withheld at the source and 
paid over to the fiscal authorities when the interest 
has been credited to the current account of the cred- 
itor or cancelled (and hence neither paid nor credited), 


Edwin D. Ford, Jr. 











* Concluded from October issue. 
* Attorney at Law, New York, N. Y. 


* Argentina, Art, 23(a), Law 11,682 of January 4, 1933, compiled 
text, supra. Mexico, Art. 38, Sec. VII, Income Tax Regulations of 
Feb, 18, 1935. Dec. of Jan. 31, 1940. 

58 Cuba, Art. 33(i), Dec. 1117 of May 15, 1939. Chile, Art. 20(b), 
Law 6457 of October 18, 1939. Brazil, Art. 55(f), Law 4984 of Dec. 
31, 1925, compilation by Baleeiro, supra, note 29. Panama, Art. 1, 
Dec. 53 of March 22, 1935. Colombia, Par. 2, Art. 2, Law 78 of 
1935, amending Art. 2, Law 81 of June 20, 1931. 
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the interest cannot be deducted by the debtor as an 
expense unless it has actually been paid.*® 

Another problem often arises in connection with 
the cancellation of accrued interest which for any 
reason it is desired to forgive in order to remove a 
liability which, it appears, will never be paid. The 
cancellation of such interest is ordinarily treated as 
income to the debtor where the debtor has been per- 
mitted to deduct the same in computing his income 
tax for the current or previous years,®® but where the 
accrual of such interest has merely resulted in creat- 
ing a deficit thus not effecting any tax saving to the 
debtor, the rule should be different. However, the 
laws and regulations are neither complete nor uniform 
on this point. 


From the Standpoint of the Creditor 


A number of the countries, for example Cuba, Mex- 
ico and Chile,** make an almost metaphysical dis- 
tinction between interest accrued on the debtor’s 
books and credited to the open or current account 
of a particular creditor and interest accrued in a gen- 
eral account covering accrued interest. In the latter 
case the tax is not payable until the interest is so 
transferred and credited or actually paid. In the 
former case, however, it is considered that in prac- 
tical effect the interest is made immediately available 
to the creditor, and the tax becomes payable at or 
within a specified period after the time when the in- 
terest is so credited to the open or current account 
of the creditor. (This is somewhat akin to the im- 
mediate demand rule in the United States.) °° This 
rule applies even though exchange restrictions may 
cause long delay in actually remitting the interest to 
the creditor. 

Once the liability to withhold the tax accrues, sub- 
sequent cancellation of the interest in the interim 


59 Mexico, Sec, VII, Art. 38, Income Tax Regulations of Feb. 18, 
1935. Art. 24, Law of March 18, 1925. Dec. of Jan. 31, 1940. 

6 Jane Holding Corporation v, Comm. of Int. Rev., 38 BTA 960. 

6t Cuba, Fourth Tariff, Art. XI, Emergency Tax Law of January 
29, 1931, and amendments, published in Boletin Informativo, Folleto 
No. 4 (Habana, 1939); Chile, Art. 87, Law 6457 of October 18, 1939. 
Mexico, Art. 24 of the Mexican Income Tax Law of March 18, 1925, 
indicates that interest must be actually paid in order to be taxable. 
But see Regulations, Art. 66, and decision of July 1, 1938 by the 
Supreme Court of Mexico, Second Chamber holding that interest 
due and subject to the immediate demand of a particular creditor 
is taxable to him. 
6 Regulations 103, Sec. 19.42-2; 19.42-3, I, R. C. 
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between its accrual and the time when delivery of 
the tax so withheld must be made to the government, 
will not affect such liability. In Cuba this is true, 
although more than a year may elapse between the 
withholding and time for delivery to the government 
of the withheld tax, as the Cuban law requires the tax 
to be withheld when the interest becomes due to the 
party entitled thereto, although delivery thereof to 
the government need not be made until the debtor 
files his own tax return for the same year. 

It should also be noted that in some countries, for 
example Chile,°* whenever a fixed date for payment 
of interest is specified in a bond, note or other security, 
the tax must be withheld and paid regardless of how 
the liability is entered on the debtor’s books, and even 
though the interest is never paid. 

One of the most unusual provisions of a tax law 
that I have ever come across is the provision of the 
Mexican Income Tax Law,* which provides that 
cancelled interest must be treated as income to the 
creditor and the full tax (if not previously required 
to be withheld) must be withheld and paid by the 
debtor whenever the interest is cancelled. This pro- 
vision was inserted in the law presumably to prevent 
the avoidance of the tax where the interest is in fact 
paid but the debtor and creditor collusively state that 
it has been cancelled. As a result of this provision 
accrued interest can be removed without payment 
of tax from the debtor’s books only in three ways: 


(1) by the debtor issuing stock for the principal and inter- 
est in an amount not greater than the principal (if the principal 
is paid, leaving the interest outstanding, this method cannot 
be used); (2) by judicial proceedings incident to foreclosure 
of a mortgage where the debt is a secured one;” or by (3) the 
creditor bringing suit for the interest after the statute of 
limitations has run, which suit the debtor will defend on the 
ground of prescription.” 

In Cuba the tax authorities have also claimed that 
cancellation of interest on which taxes have not yet 
accrued results in liability to withhold the tax thereon 
as though paid. The point is not definitely estab- 
lished in the law as in Mexico and is now in controversy. 

One would suppose that where the tax has been 
withheld at the source on accrued interest at a speci- 
fied date fixed in the law, subsequent fluctuations in 
exchange would not have any effect. This, however, 
is not the view of the Chilean tax authorities. As I 
have stated, under the Chilean law, the tax must be 
withheld by the debtor and paid over to the govern- 
ment within fifteen days after interest is due where 
there is a fixed due date, otherwise within fifteen days 


8 Cuba, Fourth Tariff, Art. VI and XI, Chap. VI, Emergency Tax 
Law of January 29, 1931. 

* Chile, Art. 83, Law 6457 of October 18, 1939. 

%® Mexico, Art. 24, Law of March 18, 1925. 

* This is the Mexican tax practice in accordance with rulings 
given in individual cases. 

®™ Mexico, Par. (a), Art. 24, Income Tax Law of March 18, 1925. 

* Mexico, Sec. XII(c), Art. 38, Income Tax Regulations of 
February 18, 1935. 
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after it is paid or is credited to the current account 
of the person entitled thereto.®® In case of interest 
payable on foreign money obligations, the regulations 
issued by the tax authorities previously established 
a method for converting the same to pesos.7° (Now 
the tax must be paid in the same currency as the 
interest.)*! | While the old regulations were in effect, 
a client withheld and paid in full the tax in accordance 
with such regulations on account of interest on its 
outstanding sterling bonds, within the statutory 
period of fifteen days after the coupons were payable, 
although such coupons were not actually paid. There- 
after the peso depreciated and the client adjusted its 
book liability on account thereof to the prevailing 
official rate of exchange. Several years later, the 
tax authorities presented a deficiency liquidation 
claiming that an additional second category tax 
should have been withheld at the time of making 
such adjustments on the debtor’s books. The matter 
is still pending, but it would seem that where the law 
fixes the date for the determination of the tax liability 
as fifteen days after the time when the interest be- 
comes due, and not as the date of payment, there 
cannot be any further adjustment merely because of 
subsequent exchange fluctuations prior to the time 
when the interest is actually paid. On.the Tax De- 
partment’s theory, if the peso improves between due 
date of the interest and date of payment, the creditor 
should get a refund on account of taxes previously 
withheld. 


Credits for Taxes Paid to Other Governments 


In concluding my discussion of income taxes, may 
| point out one more difference between Latin Amer- 
ican income tax laws and the income tax law of the 
United States, namely: in no case, I believe, do the 
Latin American laws allow credit for taxes paid to 
the governments of other countries. This is probably 
due in part to the fact that the Civil Law seems to 
have no particular abhorrence for double taxation, 
and in part because Latin American countries have 
not generally invested abroad. Local enterprises 
practically never engage in business outside of the 
boundaries of the country where they are organized 
and hence no question of foreign tax credits ordi- 
narily arises. From the standpoint of Latin American 
income tax laws this failure to allow such credits is 
probably not of great practical importance to the 
American investor or business man interested in Latin 
America, except that, if contemplating engaging in 
business in more than one country, he should organize 


® Chile, Arts. 83, 87, Law 6457 of October 18, 1939. 

70 Chile, see Art. 64, Law 5169 of May 30, 1933, and Circular No. 
26 of March 29, 1934 issued by the Directory of Internal Revenue. 
Art. 64 was repealed by Law 5580 of January 31, 1935. 

™ Today, Art. 64 of Law 6457 of October 18, 1939, provides that 
the tax shall be paid in the same currency in which the income is 
received or expressed. 
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his company under the laws of one of our own states 
or else organize locally a separate company for each 
country where he intends to do business. Other 
things being equal, the latter alternative will prob- 
ably be better in this era of intense nationalism. 

While on the subject of tax credits, I should like 
to remark that the extent to which American con- 
cerns may offset taxes paid to foreign governments 
against United States income taxes is greatly mis- 
understood both here and in Latin America. Many 
people are under the impression that practically all 
taxes except property taxes may be taken as credits 
by United States companies against their United 
States income taxes; hence, so the theory runs, no 
great hardship is imposed by the imposition abroad 
of taxes upon such concerns. In the first place, the 
only taxes that can be taken as credits under the 
United States Internal Revenue Code are excess prof- 
its taxes, war profits taxes and other forms of income 
taxes,’* which do not include many taxes related to 
income or earnings in some form, but which are not 
true income taxes. For example, taxes imposed on 
the export of money,”* and on the 
privilege of doing business,’® have generally been 
ruled in the United States as not within the class of 
taxes which may be taken as credits under the United 
States tax law. Secondly, the extent to which foreign 
income taxes may be taken as credits against United 
States income taxes is subject to so many limitations 
and restrictions that many firms find it impossible to 
obtain credit for more than a portion of their foreign 
income taxes.7® 


eross income,” 


On page 688 is a chart tabulating some of the more 
important provisions of the income tax laws of 
\rgentina, Brazil, Chile, Mexico, Cuba, Colombia, 
Panama and Ecuador to which I have referred. On 
a table of this kind the information must, of neces- 
sity, be incomplete, and should not be used except as 
a reference guide. However, it does give a bird’s-eye 
view of the status of some of the high points of in- 
come tax legislation in Latin America. 


Other Taxes Relating to Income— 
Excess Profits Tax 

Excess profits taxes have not as yet become very 
common in Latin American countries. 

Colombia, in 1935," established three separate 
taxes, each of which is stated to be complementary to 





72 Section 131(a), U. S. Internal Revenue Act of 1939. 

73 Gross receipts tax imposed under Art. 14 of the Income Tax Law 
of Mexico, 1934 edition, as amended by decree signed Aug. 30, 1937, 
held not to be an ‘‘income tax’’ within the meaning of Section 
i31(a), I. R. C.-I. T. 3193; 1938-22-9361. 

74 Exportation of capital tax of August 31, 1936 (since repealed), 
Mexico, held not to be an ‘‘income tax’’ within the purview of 
Section 131(a), I. R. C.-I. T. 3040, C. B. 1937-1, p. 109. 

% Privilege tax, Philippine Islands, based on the value of goods 
exported. Elias Mallouk et al., 34 BTA 269. 

7% Section 131(b), U. S. Internal Revenue Act of 1939. 

7 Colombia, Law 78 of December 23, 1935, 
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the others, namely, income tax, excess profits tax and 
patrimonial tax. Patrimony is defined as “the total 
assets measurable in money of the taxpayer deduct- 
ing the amount of his debts.” ** The excess profits 
tax is imposed at a graduated rate from 10% to 30% 
on all earnings in excess of 12% of the patrimony.”® 
Since, for purposes of arriving at the patrimony, debts 
are deductible and foreign currency obligations are 
taken at current rates of exchange, substantial cur- 
rency depreciation results in corresponding reduction 
in the amount of the patrimony or excess profits tax 
base and hence a corresponding increase in excess 
profits tax. Reduction of the patrimony will, of 
course, reduce the patrimonial tax, but not as much 
as it will increase the excess profits tax if earnings 
equal as much as 12% of the patrimony. Thus, the 
depreciation of the Colombian peso may not only seri- 
ously affect the earnings of a foreign investor but may 
also directly increase his tax burden. 

In December of last year, Mexico adopted for the 
first time an excess profits tax which replaced a tax 
on export of property and money, and which was 
made applicable to earnings for the year 1939.°° This 
law represents an excellent example of what hap- 
pens when an attempt is made to draft a law on the 
lines of a similar law of some other country but mak- 
ing changes, the effect of which is perhaps not prop- 
erly understood. The language of the new Mexican 
law indicates clearly that its drafters must have been 
familiar with, if they did not have before them, the 
old United States Excess Profits Tax Law of 1917. 
30th laws base the tax upon the relationship between 
net income and invested capital. However, the 
United States Law of 1917 contained two provisions 
which were designed to avoid serious injustice to 
companies in special circumstances, both of which 
have been omitted from the Mexican law, with what 
must be serious results to many border line busi- 
nesses. Thus, the United States Law did not require 
the deduction of operating deficits in order to arrive 
at invested capital except where there was a liquida- 
tion or return of investment to the stockholder.* 
Secondly, the United States Law permitted the Com- 
missioner to fix the invested capital with reference to 
that of representative concerns engaged in similar 
business generally where the invested capital could 
not otherwise be satisfactorily determined or inequi- 
table distortions were apparent.*? 

(Turn to page 689) 


78 Colombia, Art. 21 et. seq., Law 78 of December 23, 1935; Art. 
94, Regulatory Decree 818 of April 16, 1936. 


77 Colombia, Art. 13, Law 78 of December 23, 1935. 
%® Mexico, Law of December 27, 1939. 


81 Reg. Art. 860, and Sec. 210, U. S. Internal Revenue Act of 
October 3, 1917. 


8 Reg, Art. 860, Internal Revenue Act of October 3, 1917. 
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Since these provisions are not included in the Mex- 
ican law the result is that a company with a deficit 
carried over from previous years must pay a greater 
excess profits tax than a company with the same 
earnings and fixed capital but no operating deficit. A 
company with a deficit so large that it no longer has 
any invested capital as defined under the law must 
pay a graduated excess profits tax of from 15% to 
30% on all net earnings above 15% thereof,“ whereas 
if it had no deficit, it might pay no excess profits tax 
at all. It is thus seen that companies which have 
been in financial difficulties and are struggling to 
regain their feet are severely penalized under this 
law. Likewise, the business which carries its assets 
at a conservative figure on its books will be penalized 
in favor of the one which carries its assets at an 
inflated figure. 

Chile had an excess profits tax for the years 1932 
and 1933 of from 15% to 20% of the net invested cap- 
ital. At the present time there is a so-called comple- 
mentary global tax which is similar to an excess 
profits tax as it applies a surcharge up to 25% on all 
taxable income over 20,000 pesos.** 


Patrimonial Taxes 


Taxes related to patrimony of the taxpayer are 
quite common. Patrimony in Latin American usage 
is substantially equivalent to our term net worth, or 
in a larger sense, capital. In some cases, as in the 
case of the excess profits taxes of Colombia and Mex- 
ico to which I have already referred, the tax is not 
directly on the patrimony but is imposed on the 
amount of net income as related to the patrimony. 
In other cases, for example the patrimonial taxes of 
Colombia and Panama, the taxes are imposed directly 
on the value of the patrimony. Thus, in Colombia 
the patrimony is used as the basis both for the ex- 
cess profits tax and for the true patrimonial tax. 


The regulations for this law furnish a good ex- 
ample of how the scope of a law may be extended de 
facto by executive decree. The law says that an 
annual tax complementary and accessory to the in- 
come tax shall be imposed upon the taxpayers’ patri- 
mony “possessed within the country.” ** This would 
seem to be fairly plain but the regulations provide 
that every taxpayer who for purposes of arriving at 
his patrimony deducts debts owing in favor of indi- 
viduals or corporations not domiciled or represented 
in the country must present with his declaration, in 
order to make such deduction, evidence that he has 
retained and paid “the tax which should be paid by 
the creditor not domiciled in the country” on such 





83 Mexico, Excess Profits Tax Law of December 27, 1939. 
8 Chile, Art. 51, Law 6457 of October 18, 1939. 
8 Colombia, Art. 21, Law 78 of December 23, 1935. 
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debts.8° This rule is applied, even though the debts 
are payable abroad or are evidenced by bearer instru- 
ments executed and held abroad. Certainly, in ac- 
cordance with most of the better authorities on 
international law ** and logic, such debts would not 
be “possessed within the country” as the situs 
thereof is at the domicile of the creditor. This is also 
recognized in the Treaty on Civil International Law 
signed at the International Congress of South Amer- 
ica in Montevideo on February 12, 1889, and approved 
by Colombia in 1933. Furthermore, there is no pro- 
vision in the law for withholding taxes on patrimonies 
of non-resident creditors. The question of whether 
this decree goes beyond the law is now in litigation 
before the courts of Colombia but as yet no decision 
has been rendered. 

Panama, in December, 1938, enacted a combina- 
tion income and patrimonial tax law quite similar to 
the Colombian law,** except that it does not have the 
third counterpart of that law, namely, excess profits 
tax. It was intended that the new law should repeal 
the existing income tax law in 1934 (known in Panama 
as the “Fondo Obrero Law” **), which was a com- 
paratively simple income tax law imposing a tax on 
a graduated scale on income from any source re- 
ceived by residents of Panama and income from 
sources in Panama by non-residents, with a 20% sur- 
tax on foreigners. Under this old law, however, the 
tax was payable monthly throughout the year while 
under the new income-patrimonial tax law of 1938 it 
was made payable after the close of the calendar year 
in conformity with the usual practice in other coun- 
tries. Since the new law was applicable to 1939 earn- 
ings, no tax was payable thereunder until early in 
1940 and the result was that the Government would 
not receive any income or patrimonial tax revenues 
whatever during the entire year 1939. This created 
a serious condition for the national treasury, which 
was overlooked by the legislature, to remove which 
the President, by executive decree,®® suspended the 
new law and thus extended the old law for one year 
but with a 20% increase in rates. However, this only 
postponed the difficulty until 1940. Accordingly, in 
December, 1939, the suspension of the new law was 
extended until the next meeting of the National As- 
sembly,®! which occurred in September of this year. 
The old law is therefore still in effect. What action 





% Colombia, Decree 1892 of August 4, 1936, 

87 Beale, Treatise on the Conflict of Laws, Sec. 118C.23 and Sec. 
118C.24, and authorities there cited. (New York, 1935). Art. 29, 
Tratado de Derecho Civil Internacional, signed February 12, 1889, 
Actas y Tratados del Congreso Sud Americano de Derecho Inter- 
nacional Privado (Montevideo, 1888-1889) Ristelli (Buenos Aires, 
1928). Restrepo-Hernandez, Derecho Internacional Privado, Sec. 341 
(Bogota, 1914). Derecho Internacional Privado, Tomo II, Sec. 921, 
Bustamante y Sirven (Habana, 1931). 

588 Panama, Law 62, December 27, 1938. 

%° Panama, Law 49, December 24, 1934. 

% Panama, Decree 41 of April 5, 1939. 

%t Panama, Decree 146-bis of December 30, 1939. 
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will be taken by the legislature when it meets can 
only be surmised. 


Taxes on Export of Money and Capita] 


Taxes on the export of money and capital are fairly 
common in Latin America, as might be expected, 
since they serve to discourage the export of funds and 
also because taxes on non-resident investors and busi- 
ness men naturally are less obnoxious from the politi- 
cal point of view. Sometimes these taxes take the 
form of higher income taxes or surcharges, and some- 
times the tax is directly imposed upon the export of 
money and capital without a reference to who may be 
the recipient. Taxes of the former kind are imposed 
in Panama where a surcharge of 20% is made on in- 
come tax payable to foreigners ** and also in Chile 
where an additional tax of 6% is imposed.* Taxes of 
the second kind may be found in Colombia where a 
Stamp Tax of 1% must be affixed in stamps to the 
license granted by the Exchange Control Commis- 
sion for the remittance of funds abroad.” 

In Brazil the income tax regulations provide that 
a tax of 8% is payable on income belonging to resi- 
dents abroad except in the case of profits or dividends 
which have already been taxed while in the possession 
of the local firm or company, in which case only an 
additional 4% will be collected.® An amazing amount 
of confusion has arisen regarding interpretation of 
this provision of the regulations, as three contradictory 
rulings have been issued by different administrative 
and judicial authorities in Brazil. The Brazilian 
Supreme Court held in the case of Neumann Gipp & 
Company, that where profits are credited to a home 
office located abroad, only an additional 2% rather 
than 4% need be paid on the ground that such profits 
fall within the category of income which has paid the 
6% tax in the hands of the branch in Brazil and there- 
fore need pay only an additional 2% in order to make 
the total 8% as provided in the Regulations. On the 
other hand, a ruling by the Director of Internal 
Revenue issued in 1933, is to the effect that when 
profits are remitted or credited by the branch office 
to the home office abroad, the 4% tax is not applicable 
because the branch office and the home office con- 
stitute one and the same person and therefore there 
has been no remittance.*® Under this ruling, there- 
fore, the only tax payable was one of 6%. This ruling 
was expressly approved by the director in a subse- 
quent ruling issued in 1937.% However, a decision 





*® Panama, Par. 2, Art. 2, Law 49 of December 24, 1934. 

* Chile, Art. 56(a), Law 6457 of October 18, 1939. 

% Colombia, Art. 2, Decree 1696 of October 11, 1932. 

% Brazil, Art. 174, Law 4984 of December 31, 1925 as amended. 
compilation by Baleeiro, supra, note 29. 

% Brazil, Ruling, Director of Income Tax, published in the Diario 
Oficial of August 14, 1933. 

* Brazil, Ruling, Director of Income Tax, published in the Diario 
Oficial of October 26, 1937. 
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by the First Board of Tax Appeals issued in 1939, is 
to the effect that when profits upon which the normal 
6% tax has been paid are remitted from the local 
office to the home office abroad such profits must bear 
the full additional 4% tax thus making the total tax 
10% rather than the 8% mentioned in the Regula- 
tions.** A subsequent ruling by the Director of 
Internal Revenue is to the effect that the whole 8% 
tax on remittances is due, irrespective of whether or 
not any other proportional tax has already been paid 
on the income being remitted, so that the total tax 
may be 14%.°® The matter is still undetermined. 


Social Security Taxes 

This class of taxes is probably the one which is 
spreading most rapidly at the present time in Latin 
American countries. These taxes vary greatly from 
country to country and in many cases take an unusual 
form and often are most complicated. Sometimes the 
entire tax is imposed upon the employer, other times 
deductions are also made from the employees’ wages 
or salaries; sometimes the employer retains the taxes 
to create a fund for the benefit of the employee but 
more often it is paid over to some government agency 
which is charged with administration of the plan. 

In Chile there are five different forms of social 
security taxes enacted at various times over the past 
fifteen years.1°° Recently the Chilean officials charged 
with the administration of these laws decided that in- 
dustrial benefits obtained by employees or laborers 
from their employers should have been included since 
1931 for purposes of such taxes. Such industrial 
benefits include such items as housing benefits, tram- 
way or railway passes, discounts on items produced 
or sold by the employer, etc. The expense involved 
in reviewing all purchases by employees for many 
years back to determine the amount of benefits ob- 
tained probably will be greater than the amount of 
the tax thereon. 

In addition to taxes strictly speaking, employers 
are also burdened by law with a great number of 
obligations requiring financial expenditures for the 
benefit of employees. Thus in Chile vacations are 
fixed by law and a sick employee who has been with 
the employer for a year or more must be paid full 
salary for one month and thereafter at a reduction of 
25% each month for three more months. An addi- 
tional twelve weeks off with full pay is also provided 
by law for expectant mothers.2% In most Latin 

*% Brazil, Decision No. 7,971, of February 7, 1939, published at 
p. 7, Vol. 17, No. 1 of the Decisions of the Board of Tax Appeals 
Suppl. Diario Oficial of June 6, 1939. 

® Brazil, Ruling of January 16, 1940, by Director of Internal Rev 
enue, published in Diario Oficial of January 17, 1940. 

10 Chile, Decree 857 of November 11, 1925; Law 6020 of February 8 
1937; Law 6174 of January 31, 1938; Law 6242 of September 1, 1938: 


Law 4054 as reénacted January 22, 1926. 


101 Chile, Arts. 160, 161, 309, 310, Code of Labor, Decree Law 178 
of May 3, 1931. 
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American countries an employee cannot be discharged 
except for dishonesty or other similar charge without 
payment of a bonus which is usually proportionate 
to the number of years the employee has worked and 
the amount of salary received. In many countries 
the amount required to be paid for overtime and the 
length of annual vacations and holidays is definitely 
fixed by law and if the employer is permitted to re- 
quire his employees to work at all during such periods 
a substantially increased rate of pay is provided. Of 
interest in this connection is a law passed by the 
National Congress of Chile*°? in February, 1940, 
which requires all employers to pay to their employees 
the amount of bonus to which they would have been 
entitled had they been discharged, but at the same 
time forbids the actual discharge of any employee. 


Tax Problems Must Be Approached 
From a Practical Viewpoint 


Thus it is apparent that the practice of tax law in 
Latin America, especially since it brings one into 
direct contact and often into a dispute with the gov- 
ernment itself, of necessity must be approached from 
an essentially realistic and practical viewpoint. By 
this I mean that for purposes of deciding whether to 
undertake or not to undertake a particular procedure 
you should assume that all doubtful questions may be 
resolved against your client. And remember that in 
determining what are doubtful questions your inquiry 
must extend far beyond the legal field into the realms 
of politics, economics and nationalism. Only if, after 
such a broad and exhaustive inquiry and making the 
assumption I have mentioned, the proposed action 
still seems desirable, should it be undertaken. This 
is really the most important thought which I want to 
leave with you. All other suggestions which I have 


made are really incidental to this fundamental rule 
or stem from it. 


Conclusion 


In concluding, I again wish to state that to criticize 
has been farthest from my thoughts, and I do not 
want anyone to understand anything I have said as 
implying that the people who enact or administer 
the tax laws in Latin America are any less sincere, 
honest or capable than in our own or any other coun- 
try. The problems and conditions vary greatly in 
Latin America from those existing here and this ac- 
counts for many of the, to us, unusual difficulties of 
taxpayers which I have mentioned. I have no idea 
that, did the same conditions exist in this country, 
we would meet the problems in any better manner, 


18 Chile, Law 6527 of February 3, 1940. 
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or that we have in fact done better with many of the 
problems which do confront us. On the contrary, I 
can only express my appreciation for the many cour- 
tesies and careful consideration which have always 
been given to me in all countries in Latin America 
which I have visited in an attempt to find solutions 
for problems of my clients. My stays there have 
always been pleasant and instructive. I only hope 
that when our Latin American lawyer friends come 
to this country on professional business they will be 


received with the same degree of consideration and 


understanding. I should enjoy immensely hearing 


them tell of their experiences with gringo high- 
pressure methods, long hours, “nth” degree specializa- 
tion, corporate open-end mortgages, holding companies, 
federal income tax returns and many other things 


which must be most confusing and even irri- 


tating to anyone but ourselves—or perhaps including 
ourselves! 7° 


103 General Bibliography :— 
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national double taxation in the agenda of any special Pan-American 
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the Section of International and Comparative Law, Annual Report 
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American Treaty on Double Taxation-Draft Convention on Alloca- 
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State Tax Commission— 


Their History and Reports 


Due to unforeseen circumstances Mr, Lewis 
W. Morse’s treatise, “State Tax Commissions— 
Their History and Reports,” does not appear 
in this issue. The series, however, will be re- 


sumed in December with a study covering the 


situation in Massachusetts, Michigan and 


Minnesota.— Editor. 




















War Supply Transactions 


As we send this to press we are en route to a new 
billet, where we will enjoy (we hope) a warm winter, 
and help produce Navy materials. Comment on gov- 
ernment rulings affecting munitions is therefore pre- 
cluded but we may call your attention to 401 CCH 
0651. There will probably be many more like it to 
help or hinder you civilians in preparing your clients’ 
tax returns. I. T. 3403 (403 CCH { 6459) concerns 
the training of apprentices, a most important factor 
inrearmament. Likewise I. T. 3405 (403 CCH § 6463) 
is of vital interest to munitions contractors and their 
tax counsel. 


A Double-barrelled Thanksgiving 


To millions of people Thanksgiving Day of 1918 
was the greatest ever known. Coming just half a 
month after the Armistice, there was rejoicing such 
as had never been known. To all but an infinitesimal 
few, “Armistice” meant “Peace.” We know now that 
“Armistice” was literally correct; that it marked 
merely a lull in the what seems to be another Thirty 
Year’s War. With your forgiveness, we are going to 
describe a couple of Thanksgivings in which we had 
the pleasure of playing a small part. It has nothing 
to do with taxes, but it’s a good yarn, which is timely, 
and has the advantage of being true. To avoid all 
questions, part will be told in the first person singular, 
and please forgive the vertical pronoun. 


The day before Thanksgiving found the U. S. S. 


Kroonland tied up at the dock at St. Nazaire. That 
afternoon we embarked a lot of American troops for 
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return to the good old U. S. A. There were a Connecticut 
regiment, a lot of casuals, and some three hundred 
sick and wounded. And it was among these that the 
special thanksgiving occurred. 


That Wednesday evening the Admiral at Brest 
issued orders for us to go there to take on some more 
casuals. Half the crew were ashore. The Shore 
Patrol and M. P.’s did a wonderful job in rounding 
up the men. We went through the locks at eleven 
o'clock high tide, without a single absentee, though 
some were not fit for duty. We arrived at Brest 
shorty after noon on Thursday. It was pitch black and 
after six before the lighter brought off our passengers. 


What a group they were! A Brigadier General and 
his staff ; women (nurses and civilian welfare workers) ; 
male civilians of an entertainment unit; army casuals 
of all kinds—about one hundred in all. 


Our good Skipper had ordered that the Thanksgiving 
dinner—turkey and all the trimmings—be postponed 
until all were aboard, so it was nearly seven before 
the meal was served. Not only did the women weep 
openly, but strong men had moist eyes at the dual 
idea of being homeward bound and getting a real 
American holiday meal. And so with this backdrop, 
let us go back a while! 


In 1914 there were graduated from a famous New 
England university two men who had roomed together 
for three of their four years. They were fraternity 
brothers. One whom we'll call Steve had played 
varsity football. The other whom we'll designate as 
Walter had toiled valiantly on the unsung but vital 
scrub. Steve went to Arizona to work in a mine; 
Walter went to work for a Connecticut company which 
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operated all the trolleys in that state. They promised 
to see each other at the triennial reunion. 

In the spring of 1917 both went to their local train- 
ing camps and became officers. Then correspondence 
failed ; the Army moved them around too much. Neither 
had heard from each other for over a year. Walter 
was one of those who boarded the Kroonland that 
Wednesday. He was wearing a Captain’s bars, with 
two wound stripes. I was talking to him Thursday 
evening when the bugle blew for chow. We started 
down the companionway on the port side towards 
the ward room (officer’s dining room to you lands- 
men) while the General himself accompanied by the 
Skipper started down the starboard side. 


Suddenly there was a whoop, and I found myself 
alone, while at the point where the stairs met, two 
big men were yelling and pounding each other. It 
was several minutes before order was restored. Yes, 
you’ve guessed it. Walter and Steve (a first lieutenant 
on the Brigadier’s staff) were having their reunion. 

But meanwhile, and following, an even more poignant 
drama was being acted. 

In the City of Elms, opposite the Campus was a 
cigar store where there was a clerk called “Mickey 
the Swede”. He was a little fellow, but extremely 
popular. He broke the store rules to give credit ; even 
made small loans to the students; and sometimes, 
when he was on the late night shift, and the weather 
was inclement, they would reciprocate by letting Mickey 
sleep on the window seat or a couch in their dormitory 
rooms. 

Mickey was turned down for enlistment; too frail. 
But the draft got him. On the morning of that 
incredible Wednesday he got back to his outfit with 
a barely-healed eight-inch wound in his abdomen. 
Was he happy—going right home! But then came a 
blow. General Pershing had issued firm orders that 
no soldier was to leave France unless his papers were 
in order. Let alone being in order, Corporal Mickey 
had no papers at all. It appeared that he would be- 
come that most pitiable of all A. E. F. persons, a 
casual without money. 


But Mickey’s senior Lieutenant was a Yale man. 
He had known Mickey at college. And he was what 
all officers ought to be, one who took care of his men. 
He swore he’d get Mickey home with his regiment. 
He did. 

First he broke the law by adding Mickey’s name to 
the embarkation rolls. Then he said to Mickey, “You 
must take achance. Even though you are a non-com, 
you must act as my orderly.” 

So the poor little “Swede”, weak from the hospital, 
carried, not only his own pack, but the Lieutenant’s 
bedding rolls, etc., over the gangway. The Lieutenant 
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waved him past the gangway officer who was checking 
off the roll as “My orderly.” Once aboard poor Mickey, 
wabbly from wounds and the overload, but his face 
hidden by the latter, got below to the Lieutenant’s 
stateroom. There he was rolled into a bunk, and all 
the baggage carefully put over him. He was in- 
structed not to move or talk until we were safely out 
to sea. Being a good little soldier he didn’t. But the 
drama was only beginning. 


On the Kroonland was one junior officer, part of 
whose job was to go over the passenger lists. He too 
was a Yale alumnus. The Connecticut outfit had 
many familiar names, among which he recognized 
Mickey the Swede’s. Why! He was one of the men 
in whose room Mickey had spent a bad winter’s night. 
So he took himself to the top sergeant, and asked to 
see Mickey. The sergeant went down into the troop 
hold and yelled for the “Swede.” No response. 
Some helpful soul then volunteered the information 
that he had last been sighted in the ward room country. 
So the sergeant paged him there. And Mickey heard him. 


How was Mickey to know he was being sought by 
a friend? He imagined the ruse had been discovered 
and he was to be beached. Shivering with fear worse 
than going over the top, Mickey bit his lips, and kept 
quiet. After a while the top-kick went away. 

That was act two. Near midnight, well out at sea, 
the good Lieutenant, not knowing we were bound for 
Brest, but imagining the next stop was Hoboken, 
released Mickey. Next morning the top-kick found 
Mickey, and after bawling him out properly, escorted 
him to the Navy officer who had asked for him, neither 
knowing yet why. I saw the meeting—the denouément. 
Words cannot describe the look on the little Swede’s 
face. Amazement! Relief! And a near collapse. 
Happy Ending! Yes, but not quite yet. There was 
still fear that the ruse had been discovered; that he 
might be debarked at Brest. 


Here I did my part. I had charge of the canteen. 
Mickey was put in charge of the storekeeper, to help 
him sell cigarettes, tobacco, and candy, and was to be 
safely stowed in the hold if we were boarded. 

Not only that, but the officer who had unwittingly 
caused so much grief staked Mickey to enough cash 
to let him buy the razor blades, soap and cigarettes he 
needed. We were not boarded at Brest. Mickey got 
back to Hoboken and was discharged unmolested. 
And the last unforgettable scene in our Thanksgiving 
drama was a smiling, though seasick, “Mickey the 
Swede” dealing cigarettes across the counter—back 
at the old work even before he was home. Some 
Thanksgiving ! 

May all of yours be as fine. You can help others be 
thankful too, by joining the RED CROSS. 
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CONFLICTING TAX CLAIMS OF THE | 
UNITED STATES AND OF STATES 
OR LOCAL SUBDIVISIONS 


Adrian N. Balstra | 


5 Legal Notes on Local Government, June, | 
1940, p. 279-285 

Problems concerning the order 
ment of taxes to the federal 
governments continue to arise where there 
are insufficient funds to satisfy the re- 
spective governmental units. The relative 
order of payment in such a conflict must 
depend upon the nature and effect of the 
tax obligation imposed by the contesting 
governments and upon the financial con- 
dition of the delinquent taxpayer,—that is, 
whether he is solvent, insolvent or bankrupt. 

Any asserted federal priority must find 
support in the Constitution. Congress has 
been specifically granted the power “to lay 
and collect taxes, duties, imposts and ex- 
cises” and “to make all laws which may 
be necessary and proper for carrying into 
execution” this power, but since it is not 
self-executing, the power lies dormant until 
Congress expresses its will through stat- 
utory enactment. Congressional enactments 
have accordingly been made from time to 
time to insure the collection of obligations, 
including taxes due the federal government. 
Those most frequently invoked are section 
3186 of the Revised Statutes, which imposes 
a lien against all of the property of the 
federal taxpayer; section 3466, which gives 
the United States priority upon the in- 
solvency of its debtor; and sections 64 and 
67d of the Bankruptcy Act as amended in 
1926, which control the order of payment 
for non-lien and lien tax claims due the 
United States, the states, local subdivisions 
and other creditors. 

Where a taxpayer is solvent, the claim of 
the federal government for delinquent or 
additionally assessed taxes will ordinarily 
be asserted under section 3186 of the Re- 
vised Statutes. This statute creates a lien 
against all of the federal taxpayer’s prop- 
erty, whether tangible or intangible, except 
as exempted by federal law. The North | 
Carolina court has held that the federal lien | 
must stand or fall by the words of the stat- 
ute creating it; and substantial authority 
may be found in which the lien has been 
construed to be general or inchoate, setting | 
forth no especial superiority in favor of the 
federal government. 
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Any claim of the United States to priority 
upon the insolvency of its debtor must be 
based on section 3466 of the Revised Stat- 
utes, which has been in effect since 1797. 
It is well settled hat section 3466 is merely 
a priority statute, which creates no lien in 
favor of the federal government either 
directly or indirectly. The right of priority 
is limited to acts and conditions of in- 
solvency or otherwise as set forth in the 
Statute itself. This was made clear in United 
States v. Oklahoma, 261 U. S. 253, wherein 
the United States sought priority in the 
assets of a debtor, insolvent within the 
meaning of only the state statute, and the 
United States Supreme Court denied the 
claim of the federal government. 

The federal government’s right of priority 
arises at the time of insolvency; and it pre- 
supposes that the assets of the insolvent 
debtor have passed into the hands of a 
receiver or other person to be distributed 
for the benefit of creditors. Therefore, a 
superior claim attaching to the debtor’s 
property prior to insolvency will subject 
the federal government’s claim thereto. 

There can be no doubt that the United 
States is entitled to priority where the con- 
flicting tax claims are not supported by 
liens. Where the United States has not 
only the benefit of section 3466 because of 
the taxpayer’s insolvency, but has also im- 
posed a tax lien under section 3186 against 
the taxpayer’s property prior to insolvency, 
the United States is necessarily further 
secured against a state or local non-lien tax 
claim. 

The difficulty arises where the state or 
local subdivision has secured a tax lien 
against the property of the taxpayer prior 
to insolvency. In such a setup, it would 
appear that the existence or non-existence 
of a federal lien through section 3186 is of 
no importance, since there is substantial 


| authority that the federal lien is general and 


that a specific state or local lien may be 


| superior regardless of the time of attach- 


ment. Since only a specific or perfected lien 
will be a sufficient charge on the debtor’s 
property prior to insolvency as to defeat 
the right of the federal government under 
section 3466, the decisions interpreting lien 


|claims are worth investigating. 


In one of the earliest cases approaching 
the problem, Thelusson v. Smith, 2 Wheat. 
396, the lien of a judgment creditor was held 
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not such a sufficient charge against the in- 
solvent debtor’s property as to defeat the 
priority granted under section 3466. The 
implications of this decision were, however, 
stringently limited in Conard v. Atlantic In- 
surance Co., 1 Pet. 386, wherein a mortgage 
lien was construed as a sufficient charge on 
the insolvent debtor’s title so as to defeat 
the federal government. Subsequent deci- 
sions, dealing with the effect of a mortgage 
lien upon a debtor’s property, have not 
departed from this holding; and as suc- 
cinctly stated by Judge Van Valkenburg in 
United States v. Guaranty Trust Co., 33 F. 
(2d) 533, 536: 

It has been uniformly held in all the cases 
that the priority of the United States does 
not disturb any specific lien, nor the perfected 
lien of a judgment, that is, does not supersede 
a mortgage on land, nor a judgment made per- 


fect by the issue of an execution and a levy on 
land. 


Whether a specific or perfected state or 
local tax lien is a sufficient charge on the 
debtor’s property as to defeat the priority 
granted by section 3466 has as yet not been 
squarely determined by the United States 
Supreme Court, but a review of three re- 
cent decisions by that court would seem to 
indicate a trend in that direction. The find- 
ing in effect was that the state or locality 
prior to insolvency had either no lien or at 
best an inchoate lien; and each case may be 
said to imply that a specific or perfected 
lien granted by the state would assure first 
payment to the state or locality. As noted 
previously, the nature and effect of the local 
lien is primarily a state question to be de- 
termined by local law. 


That the real problem involved is whether 
a superior charge has intervened before in- 
solvency (at which time the federal right 
arises), was recognized by the Supreme 
Court of Washington in Ernst v. Guarantee 
Millwork, Inc., 200 Wash. 195. There the 
lien securing county personal property taxes 
was found to be specific, there being no 
requirement of distraint. As a result, the 
county was entitled to payment before the 
United States, the specific county lien being 
a sufficient charge upon the debtor’s assets 
before insolvency. 


Sections 64 and 67d of the Bankruptcy Act 
are the provisions most frequently invoked 
in a contest for the payment of taxes. It 
would seem that section 3466 has no ap- 
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plication in bankruptcy proceedings, where | pounded may not be disregarded by any state 
conflicting tax claims are involved, whereas | in establishing and administering its system 
section 3186 giving the United States a lien | for the assessment of taxes on real estate. 
is clearly pertinent. Under section 64 : ete ge gap agg cin 
pcre: x oN : egal sens ye ‘ a 
priority in the payment of seaeeat, state and tunity to be heard before the mandate to 
local taxes is accorded ee ee pay the tax becomes final and irrevocable. 
creditors. The taxes mentioned in section (3) He is protected against excessive over- 
64b(6) are tax claims unsecured by liens. | yajyation not explainable as a mere error 
Thus, where the federal and state or local | of judgment; and (4) he is entitled to uni- 
sovernments both hold tax claims unsecured formity and equality in the assessments 
by liens, they share pro rata under the} upon the same class of property even when 
priority afforded by 64b(6). Section 67d] this necessitates a reduction of his assess- 
provides for claims secured by liens. Thus | ment below the full value of his property. 
where the federal government has a tax | Many of the states have inserted in their 
claim secured by a lien, while the state or | Constitutions the principle of uniformity of 
local government’s claim is unsecured, or | 'Xatton. 


eight years, and should be assigned to a 
particular district with which he may be- 
come thoroughly familiar. 


2. The administrative unit for the assess- 
ment of real estate should be a large city, 
or a populous county, or an area coincident 
in boundaries with those of a congressional 
district. For each administrative unit there 
should be a local Board of Revision. 

3. The administrative head of the assess- 


ment system should be the state tax com- 
mission, 

















































4. A cycle of triennial assessments should 
be established and the appraisement of all 
of the parcels in a single district should be 
officially completed by a given date once 










: : ._ | every thr rs. 
vice versa, the lienor will be entitled to pay- Probably the most highly organized as- rg 5 so rn I 
ment first under Section 67d, and this al-| Sessment unit in Pennsylvania consists of | 5. Two standards for assessment of rea 
ene ss Wn lad i Sanam the Board of Revision of Taxes of Phila- | estate should be established, one that such 
ue . 


assessments should not exceed actual value, 
and the other that such assessments should 
be equal and uniform. 


6. Within 60 days after the assessment 
has been made the owner of the property, 
or any person or municipality having an 


delphia with seven members aided by over 
; igus : 70 real estate assessors whom the Board 
has clearly manifested its intention to grant appoints. The city is divided into districts 
an equality in payment of unsecured tax| and two assessors are assigned to each dis- 
claims and to grant to that taxing body | trict. The work of assessment is done under 
which has secured its claims a precedence | precept or order of the Board annually, at 


Thus in bankruptcy proceedings Congress 



































































































€ in- | determinable according to the plain import | such time as the board shall determine, and | interest therein should be entitled to take an 
t the | of the law, there being in such case no] land and improvements are separately as-| appeal to the Board of Revision of Taxes. 
a eee policy of liberal construction in| sessed. The assessors are obligated to ascer- | The filing of such appeal should not operate 
c In. | favor of the United States. This has like-| tain bengglbaca ao ae asd ae as_a stay of any obligation to pay taxes. 
gage § Wise been the trend in the construction of hi . ch alae ar de ieee 7. There should be appointed by the Gov- 
ee. & Section 3186. It is submitted that it has | COMEMOn OF the lanc I ernor a State Board of Tax Appeals com- 
‘feat | also been the trend in the decisions under | "ts located thereon. pletely independent of the State Tax 
eleat ae $066 whevever the e wate tae panei The Supreme Court of Pennsylvania has| Commission, consisting of one or more 
deci- § S¢ction ee ee ay ta ae”! discussed at least ten different methods for members, each of whom should separately 
gage | nized the nature of the state ed separ ascertaining the value of real estate for taxa-| conduct hearings in different convenient 
- involved, and have applied the c car analysis | tion purposes. It has condemned: 1. Front | localities. Within 60 days after the final 
suUe- ol the United States Supreme Court in the foot Rule, 2. Rentals. 3. Foot-acre unit for | decision of the local Board of Revision of 
rg in | few cases that have come before it. valuation of coal lands. It has approved,|an appeal from an assessment the owner 
SF. however, rules dealing with sales, with ex-| or any party who participated in the pro- 
PROCEDURE FOR THE _ ASSESS-| pert witnesses, and with the “best evidence.” ceedings before the Board should have the 
‘aa MENT OF REAL ESTATE FOR It has been said that “all relevant elements | right to take an appeal to the Board of Tax 
ected TAXATION PURPOSES AND tending to appreciate or depreciate value | Appeals. The hearing should be de novo 
seoite THE REVIEW OF SUCH are admissible,” including any “elements of | and informal. 
» per- ASSESSMENTS — that — en the a. * 4) 8. From the final decision of the Board 
ry ; ; ¥ s, primarily for ary 
Vo" | Albert Smith Faught, Member of the | the‘ guidance of the assessors, include: (1) | fg baton peat Bord aed hens eo ceede 
te or ee ae Assessment of contiguous tracts. (2) Enum-| within 60 davs of such decision to file an 
1 the 6 University of Pittsburgh Law Review, | eration of structures and items. (3) Rule of appeal to the appropriate court. The case 
ority May, 1940, p. 231-248 “common sense.” should be heard and determined upon the 
been \n attempt will be made to. ascertain] In each county in Pennsylvania there is| record certified from the Board of Tax Ap- 
tates fae ES ; > a board of revision of taxes to which appeals | peals, and the court should have power to 
from the decisions of the Supreme Court of 3 < : 
e re- # the United States the mandates and limita- | May be taken from the assessment made | revise or make its own findings of fact, and 
m tO Ff tions as to the assessment of real estate for | by the local assessor. Hearings before this| law, and to affirm, modify, amend or set 
find- J taxation purposes found in the provisions | board are informal in character. The mu-| aside the assessment appealed from, and 
ality f . ae gs rae ; icipality as well as the owner has a right | to remand with instructions, or to make its 
ality of the Constitution of the United States, and | MCtpality ded i 18 ; : : Fag Rh Ived 
or at therefore of application in every state. This to appeal to the courts provided it was a own assessment to supersede that invo vec 
y be § will be followed by analysis of the pro-| Party in the proceedings before the board. | in the appeal, and should have power to im- 
ected visions of the constitutions of some of the| Lhe case on appeal in the court of ~~ pose oe = to order adjustments, 
first states bearing on the same subject. We | Pleas of the sage rr: de wy 1e | credits anc _refunds. 
oted will then turn to a study of the actual | court makes its findings o act anc its con- 9. In addition to the remedies already set 
local procedure of the tax assessors in one large clusions as to the proper assessment. Ap-| forth it is suggested that procedure should 
> de- city (Philadelphia) in determining the value peals may be taken from the common pleas | he established for the compromise of taxes 
of real estate, and the pronouncements of | Court to the appellate courts. based on assessments of real estate at any 
ether the appellate courts in Pennsylvania as to The following suggestions have been pre- | time after the entry of a final decision of the 
e in- approved and disapproved modes of deter-| pared as to a standard procedure for the | Board of Tax Appeals. 
right mining value of real estate subject to tax-| assessment of real estate and the review 10. The Attorney General, or any munici- 
reme ation, with a brief description of the appellate | of such assessments by administrative pality interested in taxes based on assess- 
mtee procedure. The foregoing shall be the back- | tribunals and the courts. ments in any taxation district should be 
- the ground for the presentation of a standard 1. The local assessors of real estate| given the right to file a petition to the State 
axes procedure. should be appointed rather than elected; | Tax Commission setting forth the existence 
x no The United States Supreme Court recog- | and should be chosen from eligible lists in | of widespread under-appraisement, over- 
the nizes at least four rules of universal appli-| the states which are equipped to conduct appraisement, or inequalities in the appraise- 
. the cation which may be applied in testing the | non-political tests as to knowledge, exper- ment of similar parcels of grounds in such 
eing constitutional validity of the assessment of |ience and ability. Each assessor should | district and requesting an order for re- 
asets real estate taxes. The four principles ex-! serve for a relatively long period, such as! appraisement. 
Act 
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Taxation of Insurance Proceeds— 
State Inheritance and Estate Taxes 


(Continued from page 668) 
in any event, since life insurance proceeds paid to the 
estate or the executor or administrator simply become 
a part of the general estate, distributable under the 
will or the laws of descent, and naturally are therefore 
taxed the same as any other estate property dis- 
tributed to the heirs.* 

In passing, however, it might be well or at least 
interesting to note that in Maine even proceeds pay- 
able to the estate and received by the executor or 
administrator are not subject to the state inheritance 
tax if bequeathed to a widow or widower or issue 
under the insured’s will, nor if they pass to those per- 
sons under the laws of descent and distribution in that 
state.’ 

In passing, also, it might be well to keep in mind 
that insurance proceeds used to meet inheritance and 
estate taxes imposed against the insured’s estate are 
likewise considered proceeds paid to the estate, and 
taxed on that basis. The customary exceptions exist 
tc this rule. In Kansas, Massachusetts and Rhode 
Island, it appears that the proceeds of insurance poli- 
cies used to pay state death taxes are considered 
exempt and not themselves subject to tax. And 
in Arizona, a deduction is allowed against the 
state death tax for insurance received by the inher- 
itance tax commissioner in trust for the payment of 
estate and inheritance taxes, to the extent actually 
so used.* And in Indiana, while the statute is silent 
and no direct ruling is available, the state inheritance 
tax commissioner has announced that as a matter of 
practice, insurance proceeds used to meet inheritance 
taxes will not themselves be taxed. 

This brings us down to the basic proposition under 
discussion, namely, the status of life insurance pro- 
ceeds payable to named beneficiaries under state in- 
heritance and estate tax laws. At least two basic 
principles do stand out as almost universally accepted. 


First, it appears to be the general rule that life 
insurance proceeds paid to named beneficiaries (other 
than the estate or executor or administrator) are not 
subject to state inheritance taxes, even where the in- 
sured retains the right to change the beneficiary, in 
the absence of an express taxing statute. 


The leading case in support of this proposition is 
that of Tyler v. Treasurer,® handed down by the Massa- 


' Clark’s Inheritance and Estate Taxes on Insurance, Section 4. 

2 Laws 1933, Ch. 148, Section 2-B. 

‘In Kansas as a result of a statute—R. S. 1923, Section 79-1508; in 
Massachusetts likewise as the result of a statute, G. L., Ch. 65, 
Sec. 19, as construed by the Tax Commissioner; and in Rhode Island 
as the result of a ruling by the Board of Tax Commissioners. 


* Laws 1937, Ch. 27, Sec. 6-A-4, as amended by Laws 1939, Ch. 10. 
5115 N. E. 300. 
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chusetts Supreme Court, a case that has been followed 
in several other jurisdictions.® 


Second, it seems generally recognized under the 
state inheritance tax laws, as under the Federal Estate 
Tax, that insurance proceeds are not taxable unless 
there is a transfer of rights from the insured to other 
persons at his death. Thus, even where there was an 
express statute taxing insurance to named beneficiaries 
(in this instance business insurance policies), the pro- 
ceeds were not subject to state inheritance tax where 
the insured had no rights in or control over the policy 
during his lifetime, under a ruling by the Washington 
Supreme Court.’ 


At one time, the Kentucky taxing authorities 
thought that the Blue Grass state should be an excep- 
tion to this rule. The Kentucky inheritance tax law 
expressly covers insurance to named beneficiaries in 
excess of $10,000. And the taxing authorities con- 
cluded that this provision gave them the right to tax 
the proceeds of a key-man business insurance policy, 
payable to a corporation, even though the corporation 
had possession of the policies, had paid all the pre- 
miums on them, and exercised all ownership rights 
and control over the insurance. But the Kentucky 
Court of Appeals followed the general rule, in Martin 
v. Stoors,’ saying that such proceeds were not subject 
to the inheritance tax since “There must be a transfer 
of something before there can be a tax upon the 
transfer ”. The court reached a similar con- 
clusion in two later cases.® 


3ut just to be sure that an exception to this rule 
does exist, the California and Minnesota legislatures 
passed statutes which, as to policies issued after their 
enactment, attempt to apply the tax without regard to 
whether the insured has or has not retained ownership 
rights in the policies. The constitutionality of any 
such imposition of a death tax law is to be seriously 
doubted, although one is inclined to wonder whether 
or not constitutional limitations mean very much in 
this modern era. 


Any attempt at a statistical summary of the various 
state situations encounters difficulties. First, we 
would have to eliminate Nevada, which imposes no 
death tax of any kind, and Alabama, Arizona, Florida 
and Georgia, in which states the death tax that is 
imposed is designed merely to absorb the basic credit 
for state inheritance taxes allowed against the federal 
tax (although in passing it should be noted that in 
Georgia a special tax is imposed on the estates of 
non-residents). Eliminating these states, we can 

6In re Folmer, 87 Pa. 133; In re Voorhees, 193 N. Y. S. 168; 
Matter of Killien, 35 P. (2d) 11, (Wash.). 

* Estate of McGrath, 71 P. (2d) 395. 

* 126 S. W. (2d) 445. 


* Commissioner v. Lanham’s Administrators, 128 S. W. (2d) 936: 


and Delenil’s Executors v. Department of Revenue, 128 S. W. 
(2d) 938. 
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establish the perhaps interesting fact, however doubt- 
ful its significance, that some twenty states and the 
istrict of Columbia have no special provisions tax- 
ing life insurance (as a result of which proceeds to 
named beneficiaries in those states would be entirely 
exempt under the Tyler case). In eight more states 
no chances were taken on an exemption by court deci- 
sion, and special statutes exempt insurance to named 
beneficiaries from the inheritance tax. This leaves 
fifteen states where statutes exist under which insur- 
ance to named beneficiaries is expressly subjected to 
tax, but only after special exemptions ranging from 
$10,000 in Kentucky and Wisconsin, to a complete 
exemption of all proceeds payable to a widow or 
direct descendant or ascendant of the 
\rkansas. 


insured in 


Such a compilation, however, is of far more aca- 
demic than practical value. The fact remains that in 
any given case it is necessary to determine the situa- 
tion under the statutes and cases in the particular state 
involved. In every state, life insurance payable to 
named beneficiaries is exempt, either in its entirety 
or in certain limited amounts. This exemption is 
granted in addition to the general exemption allowed 
for general estate property. In other words, in every 
state, from the standpoint of state inheritance taxes, 
proceeds to named beenficiaries stand in a preferred 
position, and benefit from an exemption that is not 
granted to ordinary property. 

That is a most unusual situation. Out of all the 
different types of property and interests in property, 
life insurance has been thus universally singled out 
for preferential treatment under the inheritance tax 
laws. 

In fact, this situation is so unusual that it cannot 
indefinitely escape the attention of those whose task 
it is to find new sources of revenue to meet the ex- 
panding budget needs of the state governments. Here 
is a form of property receiving preferential tax treat- 
ment, and the opportunities for increased tax receipts 
inherent in the removal of that preference will result 
in its being subjected to increasingly close scrutiny. 
Chere are those, therefore, who will question the ex- 
istence of these exemptions, who will suggest that 
they be removed, who will argue that there is no 
sound reason for any such singling out of life insur- 
In short, the 
proposition is submitted to you that the present posi- 
tion of life insurance under the state inheritance tax 
laws, as well as under the federal estate tax law, will 
he the subject of attack in coming months and years. 

In fact, the attack has already begun. In 1935, a 
Revenue Act which included a special federal inherit- 
ance tax, passed the House of Representatives; and 
under the provisions of that inheritance tax, all life 


ance from all other types of property. 
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insurance proceeds were subjected to tax without any 
preferential treatment. The measure failed to pass 
the Senate and was dropped in the bill as finally 
enacted, but it illustrates the fact that someone in 
preparing that measure considered the preferential 
treatment that had been given to life insurance and 
concluded that the preference was not justified. In 
our own state of Indiana, although the matter did 
not find its way into an actual bill, there was consid- 
erable “behind the scenes” discussion last year of the 
possibility of increasing the revenue produced by the 
state inheritance tax law by limiting to $10,000 or 
$15,000 or $20,000 the complete exemption now 
granted to life insurance payable to named beneficiaries. 
Four years ago, a measure to that etfect was intro- 
duced in the Legislature. 

I believe that Mr. Kastner, who watches these leg- 
islative matters closely in his work for the American 
Life Convention, will agree with me that the special 
exemptions granted to life insurance under such tax 
laws as these are being questioned more and more 
frequently and vigorously. 

There is a very valid reason for the present pre- 
ferred status of life insurance to named beneficiaries, 
and it is essential that we get that reason well fixed 
in our minds if we are going to meet these attacks 
successfully and not see these exemptions gradually 
restricted or entirely removed. 


We in the legal profession are familiar with the fact 
that a life insurance policy is a rather peculiar kind 
of property. We know that various attributes dis- 
tinguish life insurance from other species of property, 
and that the law governing life insurance is generally 
considered as a special classification. We are inclined 
to view the life insurance policy in somewhat the same 
fashion as did the Florida Supreme Court, in Milan v. 
Davis,!° where the court ruled as follows: 

“Life insurance payable (to named beneficiaries) is personal 
property, though of a peculiar nature A life insur- 


ance policy is in the nature of a chose in action that 
out of contract.” 


And in Worthington v. Charter Oak Life, a Con- 
necticut court voiced somewhat similar concepts in point- 
ing out that the contract of life insurance “has no 
parallel and few analogies in all the business transac- 
tions of life.” 


arises 


Consequently, it is not uncommon for us to justify 
the preferred tax position of life insurance proceeds 
on the ground that such insurance is a peculiar kind 
of property, and therefore entitled to special tax 
treatment. 

But the fact remains that whatever its peculiarities, 
the life insurance contract is a kind of property, and 


© 123 So. 668. 
119 Am, Rep. 495, 497. 
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the legal and technical distinctions between life insur- 
ance property and other forms of property are to a 
very large extent lost upon the legislative mind and 
the mind of the average lay individual. We can say 
that a life insurance contract is a peculiar kind of 
agreement, not fitting into any of the usual classifica- 
tions of contract law; so is an instalment investment 
trust certificate. We can say that life insurance, with 
its beneficiary designation, carries with it peculiar dis- 
tribution rights and benefits, since the proceeds pass 
outside the insured’s general estate; so do the values 
of an United States “Baby Bond” with a death bene- 
ficiary designation. 

The basis for the preferred inheritance tax treat- 
ment of life insurance to named beneficiaries lies, | 
submit, much deeper than in any legal classification 
of the life insurance contract. And it is because we 
have sometimes failed to realize and to emphasize this 
deeper reason for the exemption of life insurance pro- 
ceeds that it has sometimes in the past been criticized 
and questioned. 

The preferred treatment that has been given to life 
insurance lies not in the kind of property the life in- 
surance contract is, but in the kind of job the life 
insurance contract does. 


Through life insurance, the poor man and the man 
of moderate means can make a provision for the future 
financial support of his family, for their maintenance 
and their livelihood, that cannot be made in a similar 
fashion with any other kind of property. And it is 
the pecultar social service which life insurance per- 
forms in this manner that justifies its preferred tax 
position. 

The attitude of the state governments, and the Fed- 
eral Government, too, for that matter, toward life 
insurance should be one of the utmost encouragement, 
and the utmost in protection and preferential treat- 
ment insofar as taxation is concerned, for the very 
simple reason that the purchase and maintenance of 
life insurance is highly charged with the common 
welfare. The great burden of relief thrust upon the 
state governments in the recent years under modern 
economic conditions is made much less heavy by 
virtue of the fact that a substantial portion of our 
citizens voluntarily assume their own burden of pro- 
viding for their old age needs and for the financial 
welfare of their families, in the event of their death, 
through life insurance. 

The individual, who, looking into the future, 
realizes the risk of premature death, and undertakes 
through life insurance to hedge the welfare of his 
family against that risk, is discharging a high social 
obligation which the government should reward and 
not discourage—is providing for his family that which 
the government will have to provide in many cases 
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if he fails to make the provision himself. For prob- 
ably 90% of our family heads, life insurance is the only 
available method of finance, the only kind of property, 
under which a man can definitely insure the future 
financial needs of himself and his family—under which 
he can guarantee that they will not someday become 
potential wards of the state. 

The social significance of life insurance was well 


presented by J. M. Holcombe in the Yale Insurance 


Lectures, Volume 1, pp. 39-41 as follows: 


“Tt is clear that an agency which improves mental or mora! 
attributes, or the material circumstances, of any one of its 
citizens raises the condition of the community of which he is 
a member, and thus benefits the state. Savings banks encour- 
age thrift and produce accumulations which would in many 
cases be otherwise wasted, and thus constitutes a distinct and 
tangible benefit to the state. Life insurance promotes a sense 
of responsibility, strengthens family ties, and thus elevates 
the general character of the nation. It lessens those family 
discords which end in divorce; it checks intemperance, and 
often by its requirements brings a realization of the benefits 
of right living. A 

“Tt curtails the expense to the public treasury of almshouses 
and police, of criminal courts and prisons, and of the various 
other necessary branches of the public service which have to 
do with the prevention and punishment of crime, and the relief 
of the suffering and unfortunate. 

“It is certain that in many cases the proceeds of a life 
insurance policy are practically all that remain at the death 
of the one responsible for the support of helpless defendants, 
and in a vast number of these cases, were it not for this aid, 
many persons would be forced to accept public charity.” 


The whole matter of the obligation of the state to 
encourage its people to provide against dependency 
through their own initiative, instead of relying upon 
the state to make that provision for them, is well sum 
marized by our own Dr. S. S. Huebner in his book 
Life Insurance at page 379. 


“Among students of the question, there is a very wide- 
spread conviction that the states in this country, instead of 
repressing the growth of life insurance through excessive 
taxation, should adopt the policy of encouraging the widest 
possible use of its beneficient protection among their citizens 
as is done by practically all other leading civilized nations. 
The supporters of this view take the position that a life insur- 
ance policy in itself constitutes a self-imposed tax and that it 
cannot properly be regarded as income-producing property 
Their contention is that life insurance policies merely repre- 
sent funds accumulated through the sacrifice of the insured 
for the protection of dependents, thus not only benefits the 
entire community but relieves the state of the necessity of 
supporting large numbers which would otherwise be depend- 
ent on charity és 


It is because life insurance, more than any other 


kind of property, enables a man to provide for himself 


and for his family the financial support that the state 
may have to provide if he fails to do so, that life insur- 
ance stands in its preferred position from a tax stand 
point. To the extent that life insurance enables a 
man to provide for his own future support and that 
of his family, it reduces the need for revenue, and 
hence is entitled to tax exemptions not granted to 
ordinary property. It is because life insurance does 
(Concluded on page 713) 


— 





Payments to Employees in Military Service— 
Tax Status 

Although there is no specific provision in the Code 
or in the regulations thereunder for allowance of de- 
ductions by employers for salaries continued in whole 
or in part to employees who are temporarily in the 
military or naval service, it is unlikely that such de- 
ductions will be denied in view of (1) the principles 
applied in allowing deductions for pensions,’ and (2) 
the regulations which were in effect during and fol- 
lowing the 1917-1918 World War. 

On March 1, 1918, the income tax regulations then 
in effect were amended by T. D. 2660? to provide that 
“salaries paid by employers who are absent in the 
military, naval, or other service of the Government, 
but who intend to return at the conclusion of such 
service, are allowable deductions.” This provision 
was carried in the regulations until the issuance of 
Reg. 86 in 1934. 

Conversely, compensation payments by employers 
to employees temporarily in the military or naval 
service may be expected, as under prior regulations, 
to be treated as taxable income and not as gifts to the 
recipients. 

Two states have issued rulings as to the status of 
the payments for the purposes of state payroll taxes. 
In Massachusetts they constitute wages, but in New 
Jersey they are not subject to unemployment com- 
pensation contributions if the employer is not legally 
obligated to make the payments. 


Withholding Tax at Source—Securities 
Confiscated by British Government 


Income of foreign governments from sources within 
the United States is exempt from federal income tax 
under Code Sec. 116 (c), relating to exclusions from 
gross income, and in the case of such income there 





1 Sec. 19.23(a)-g, 401 CCH ff 164. 
2401 CCH { 164.01. 


is no requirement by Code Sec. 143 for withholding 
of tax at the source. 

Following the statutory rules, I. T. 3404 * holds that 
in the case of bonds and stocks of American corpora- 
tions which were formerly owned by subjects of the 
British Government but which are now owned by that 
government as a result of acquisition of title under 
the Acquisition of Securities Order, 1940, withholding 
agents in the United States are authorized to release 
the amount of tax withheld from such securities dur- 
ing 1940 to the British Government direct, or to the M 
Bank as the agent of the British Government, pro- 
vided the withholding agents are satisfied that the 
securities belonged to the British Government at the 
time the tax was withheld, and that the interest and 
dividends forming the basis for the tax withheld were 
turned over to the British Government by the former 
owners of the securities. 


Property Taxes Now Minor Source 
Of State Road Funds 


Prior to the motor vehicle and up “until about 1920, 
highway improvement in the United States was sup- 
ported almost entirely with funds derived from the 
taxation of property,” according to the U. S. Public 
Roads Administration. “Small amounts had been de- 
rived previously to 1920 from motor vehicle fees. The 
first gasoline tax was imposed in 1919. From 1920 to 
1930 motor vehicle registrations and registration fees 
increased rapidly, while at the same time state after 
state imposed a tax on gasoline and consumption in- 
creased to bring in still more revenue. 

“By 1930 property taxes had become a minor source 
of state highway revenue and imposts on highway 
users constituted the principal source of funds for 
main highways. There is every indication that this 
condition will continue in the future. Property taxes 
continue as an important source of funds for local 
roads.” 
~ STR. B., 1940-37-10416 (p. 2); 403 CCH {| 6460. 
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Che New Excess Profits Tax 
(Continued from page 663) 

Furthermore, it is not necessary to call in the bank. 
One company can lend money to its affiliate, with or 
without interest. The borrowing corporation in- 
creases its invested capital and the lending corpora- 
tion suffers no diminution of invested capital. On the 
face of the statute, there’s no limit to the dizzy heights 
to which invested capital can thus soar by intercom- 
pany shifts of funds. In fact, if the arrangement is 
tripartite, A Company can lend to B, B Company can 
lend to C, and C Company can lend to A, and the 
circle, now complete, can start all over again. At 
some point, “judicial legislation” will undoubtedly call 
a halt to such a ring-around-the-rosy, but to those 
naive enough in this sophisticated day and age to take 
the statute literally, invested capital through the inter- 
company borrowing path extends an amiable hand. 

That brings us to the adjustment for inadmissibles.*” 
The principle underlying the adjustment is to exclude 
from invested capital, assets the income from which 
is not taxable for excess profits tax purposes. Spe- 
cifically, this means stock in corporations (other than 
foreign personal holding companies). 

It may or may not mean tax-free securities (tax- 
free in the sense that some part or all of the interest 
on them is allowed as a credit against net income 
or need not be included in gross income). The deci- 
sion on tax-free securities is with the corporation. 
If the corporation avails itself of the tax-free status, 
then the securities are inadmissible. However, the 
corporation can forego the tax-free status and report 
all the interest as part of its normal tax net income. 
(Evidently this is merely for increasing the amount 
subject to the new excess profits tax and not for regu- 
lar income tax purposes, as there is no amendment of 
the regular income tax law providing for such addi- 
tional income.) In that event, no adjustment need be 
made to invested capital because of these securities. 

This option is an annual one, but in each vear it is 
an all or nothing affair. It can’t be applied to some 
securities and not to others. Also, it applies only to 
corporations that determine their excess profits tax 
exemption under the invested capital method. Obvi- 
ously, the thing for such corporations to do is to 
figure out whether they are ahead of the game or 
behind the lighthouse by foregoing the income exemp 
tion in order to get the invested capital, and then 
choose the more favorable road. In this respect, one 
factor that may arise is that the addition to the income 
may perhaps be just enough to bring the income over 
the $25,000 limit, and prevent the application of the 
additional exemption, otherwise available, for the pre- 
vious years unused excess profits credit. 





5 Sec. 720. 
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The computation of the reduction in invested cap 
ital because of inadmissibles, is based on the ratio of 
the inadmissible assets to the total assets, both figured 
daily and at their “adjusted basis” for calculating loss 
ona sale. (Here it is the adjusted basis, though in 
determining the amount to be included in invested 
capital in the first instance, the measure is the unad- 
justed basis, that is, the basis without deduction for 
depreciation, amortization, etc.) As a practical mat 
ter it will be almost impossible to make the calcula 
tion on the required daily basis since that means 
knowing the merchandise inventory and other assets 
daily, and very few corporations have or can have 
this information. 

The reduction for inadmissibles is amputated if any 
of the inadmissibles were sold during the year, result 
ing in a short-term capital gain. Since the gain is 
taxable for excess profits tax purposes (a long-term 
gain is not), there is proportionate restitution to the 
ranks of admissibles, based on the ratio of the gain 
to the total income from the security, that is, interest 
(or dividends) plus the gain. 


Income Method 


The base period has been popularly heralded as 
1936-1939. That is all right as a generality, but not 
for precision. Actually, the period encompasses all 
tax years starting after December 31, 1935, and before 
January 1, 1940.%° If a corporation on a calendar year 
basis in 1936 switched in 1937 to a fiscal year ended 
November 30, the base period becomes January 1, 
1936, to November 30, 1940. The average for the 
period (95 percent of which is the amount considered 
as the departure point for excess earnings) is adjusted 
to a yearly basis by dividing the aggregate of the en 
tire stretch by the number of months involved, and 
multiplying the quotient by twelve. 

If instead of earnings the corporation is in the red 
for any part of this aggregate period after all the 
adjustments later covered, the red figures go against 
the black with two exceptions. The first exception 
is that if all the figures are red, then the answer 
is zero instead of a minus. In other words, it does 
not eat into the $5,000 exemption. The second 
exception is that one year’s losses may be considered 
as if the corporation broke even that year. If there 
were losses in more than one year, then the year with 
the largest loss is deemed to be the break-even year. 
This means that in arriving at the excess profits credit. 
though the aggregate earnings for the base period are 
pivoted around the number of months housing them. 
the earnings for each taxable vear (or short period in 
the case of an interim change of accounting period) 


6 Sec. 713(b). 
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maintain their integrity and become the controlling 
factor in the handling of net losses. 

Corporations that were in existence on January 1, 
1940 but were not in existence on January 1, 1936 
(or forty-eight months before the beginning of their 
first taxable year for excess profits tax purposes) 
are treated as if they were in existence throughout the 
entire base period. (The assumption seems to be that 
the base period will consist of forty-eight months, 
though, as we have seen, it can extend to fifty-nine 
months). For the period they were not actually in 
existence, their income for each twelve-month period 
(and pro rata for any shorter period) is regarded as 
8 percent of the invested capital on January 1, 1940, 
or whatever is the first day of the first vear subject to 
excess profits tax. 

In determining the invested capital for the January 
1 or other date, adjustment must be made for in- 
admissibles, but the ratio is not that of the inadmissibles 
to the total assets on that date. Instead, the ratio is 
the average prevailing during the last taxable year of 
the base period. As a result of this requirement, it 
will be necessary to go all through the invested capital 
computations for the last year of the base period. 
This is the only occasion to determine invested capital 
prior to January 1, 1940. Why this exception and 
complication should have been injected, is not clear— 
but there it is. 

Invested capital carries into the income method 
scene in another and more pervasive regard. The 95 
percent of base period income is the whole story only 
for foreign corporations. In the case of domestic cor- 
porations, the 95 percent is “upped” by 8 percent of 
net capital added after January 1, 1940 (or after the 
beginning of the fiscal year in 1940), and “downed” 
by 6 percent of the net capital taken out since that 
date.17 The amounts added or taken out in a particu- 
lar year are figured on a daily basis, and the daily 
aggregate divided by the number of days in the vear. 

However, it is not all items of invested capital that 
enter into this 8 percent and 6 percent supplement to 
the income method. Only equity capital is considered. 
No additional credit is allowed or diminution pro- 
vided for undulations in borrowed capital. Further- 
more, even as to equity capital, the additions are con- 
fined solely to money and property paid in for stock 
or for paid-in surplus or capital contribution. Accumu- 
lated earnings and profits since January 1, 1940. are 
not treated as an addition. On the other hand, the 
reductions are confined to distributions since Janu- 
ary 1, 1940, not out of earnings and profits. It is not 
clear whether the earnings and profits referred to are 
those accumulated since January 1, 1940, or all earn- 
ings and profits. It also is not clear whether, for this 


7 Sec. 713(c). 
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purpose, it is the accumulated earnings and profits at 
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the time of distribution, and not as of the end of the 
year, since the right to look to the end of the year 
seems to have application only to the computation 
under the invested capital method and not to this in- 
vested capital offshoot of the income method." 

Continuing with the method of figuring capital ad- 
ditions and reductions for the 8 percent and 6 percent 
adjustment, stock distributions are not regarded for 
this purpose as re-invested in the corporation, even 
though made out of earnings and profits, and even 
though taxable to the recipients. If since January 1, 
1940, there has been any increment in the amount of 
tax-free securities or stock in domestic corporations, 
such increment is a reduction of the capital additions. 
This reduction also works out on a daily basis, but 
can’t produce a minus quantity for any day’s addi- 
tions, in that the daily capital added is never less 
than zero. 

Fiscal year corporations, whose year starts after the 
enactment of the law, have a tremendous (at least 
theoretical) leverage under this arrangement. Take 
a corporation with a fiscal vear starting December 1. 
On November 30, 1940, it makes a wholesale distribu- 
tion absorbing almost all of its paid-in capital. On 
December 2, the stockholders plow the distribution 
back into the business. The November 30 distribu- 
tion is outside the pale of excess profits tax effect. 
However, the December 2 re-investment adds 8 per- 
cent of the amount to the earnings exemption. While 
such fiscal year corporations are in a position to “plan 
it that way”, other corporations get the same bene- 
ficial results if they happen to have had distributions 
prior to the excess profits tax period and re-investments 
within the reign of the excess profits tax. 

On the other hand, if a November 30 fiscal year cor- 
poration were not in existence for forty-eight months 
prior to December 1, 1940, and is going to use the 
income method, it will be to the corporation’s ad- 
vantage to build up its invested capital to the maximum 
by December 1, since 8 percent of the invested capital 
on that date, and that date alone, is the primary 
measure of the income imputed to it during the part 
of the base period that it was not in fact in existence. 


Income Adjustments 


Whether the income method or invested capital 
method of determining the exemption is used, the 
object is comparison with current income. If the in- 
come method is used, there is involved the income for the 
base period (which for convenience will be referred to 
here as 1936-1939). There are hence two income periods 
that require consideration—-current and 1936-1939. 





18 Sec. 718(c) (3). 
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The starting point for determining both current in- 
come and 1936-1939 income is the net income for 
regular income tax purposes less the 85 percent credit 
for dividends received and less the credit for interest 
on certain securities of the Federal Government.’ 
(As the carry-over deduction for net operating losses 
is part of the computation of net income, the carry- 
over may be availed of for excess profits tax purposes 
in the current year, just as for income tax purposes.) 
However, this is only the starting point. There are 
then all sorts of adjustments—some peculiar to the 
determination of current income under the income 
method of arriving at the excess profits tax exemp- 
tion, some peculiar to the invested capital method, 
some peculiar to the determination of the 1936-1939 
income, and several common to all three. 

Table II gives the story at a glance. However, as 
the description of the items in the table are meager, 
we'll go into some of them here. In surveying these 
adjustments, we of course recognize that all decreases 
of current income favor the taxpayer, while all decreases 
of 1936-1939 income work against the corporation. 


Table II 
Income Adjustments for Excess Profits Tax Purposes 


Current Period 
ey Sen 
Invested 
Base Income _ Capital 


Period Method Method 
Deductions allowed: 


Income taxes x x 
Income excluded: 

Long-term gains 

Gains on depreciable assets 

Income from debt retirement. . 

Dividends received—domestic 

Dividends received—foreign 

AAA refunds 

Recovery on bad debts 

Tax-free interest (optional) x 
Deductions excluded: 

Long-term losses Pe: x x 

Interest on borrowed capital x 

Losses from debt retirement 

Casualty and other losses 

Abnormal judgments, claims, etc. 

Abnormal development costs . 

Repayments of processing taxes 


Abnormal income allocated 
to other years: 

Judgments, claims, etc. 
Contracts over a year.. 
From patent work over a year 
Accounting change 
Lease termination 
Dividends received—foreign 


x 


AAA A 
AAAKA 


KR KR KHAA 
“a 


~ AK KK 


“uM MMM OM 
eM «MM 


We'll take first the items common to the income 
method, invested capital method, and 1936-1939. One, 
is the additional deduction for income taxes.2° This 
permits of the deduction for income taxes including 


9% Sec. 711(a), (b). 
2 Sec. 711(a)(1)(A), (a)(2)(C), (b)(1) (A), 506(b). 








November, 1940 





the declared value excess profits tax, and, for 1936- 
1939, the undistributed profits tax. The tax for im- 
proper accumulation of surplus is not a deduction. 
The additional deduction is for the entire income tax 
even though many of the items of income and deduc- 
tions that account for the tax are not considered in 
the determination of excess profits. It is thus pos- 
sible for the income tax deduction to emasculate all 


1936-1939 income, or wipe out all current income, 
or both. 


Next, is long-term gains and losses.*1 The gains are 
not included as income. The losses are not considered as 
a deduction. Furthermore, the net gains on depreciable 
assets held for more than eighteen months are not 
included in income. However, net losses on these 
items are a deduction. This will restore the ghost of 
prior income tax acts when it was necessary, in realty 
transactions, to allocate costs and sales prices between 
non-depreciable land and depreciable buildings. 


For 1936-1939, long-term gains and losses are not 
those as defined under their respective acts, but rather 
those under which 1940 long-term gains and losses 
are measured.” This includes the provision about 
worthless stocks and bonds being capital losses. An 
exception to this retroactive application of the 1940 
rules, is that there can be no carry-over of net short- 
term capital losses, except beginning with the 1941 
excess profits tax return, when the carry-over will 
apply to all such losses from 1935 on. (The 19306- 
1939 income may thus be different in the 1941 return 
from the 1940 return.) This substitution of the 1940 
definition for the 1936-1939 definition of capital gains 
and losses may entail some terrific recomputations of 
income for 1936-1939. 

Then there is the exclusion of income from debt 
retirement.*> The exclusion applies only to evidences 


of indebtedness, like bonds, notes, etc., outstanding 
more than eighteen months. In case the bond was 


issued at a premium, the income exclusion in respect 
to the premium is the unamortized amount at the time 
of the retirement or discharge of the debt. Whether 
mere purchase of a bond constitutes its retirement or 
discharge is a question that will undoubtedly seek 
adjudication. 

Finally, there is the allowance of the remaining 15 
percent credit for dividends received,** so that, in effect, 
dividend income will be excluded. Where the exemp- 
tion is figured on the income method, this adjustment 
applies only to dividends from domestic corporations. 
Under the invested capital method, it applies to divi- 
dends from foreign corporations as well, except foreign 
personal holding companies. 


21 Sec. 711(a)(1)(B), (a)(2)(D), (b)(1)(B). 


22 Sec. 711(b) (2). 
3 Sec. 711(a)(1)(C), (a)(2)(E), (b)(1)(C). 
* Sec. 711(a)(1)(F), (a)(2)(A), (b)(1) (1). 
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We'll cover, later, adjustments applicable solely to 
1936-1939 and not to the current period. Right now, 
we'll reverse the process and take the items that apply 
to the current income and are common to both the 
income and invested capital methods (but not to 1936- 
1939). In fact, all adjustments to current income 
under the income method are always applicable to 
the invested capital method, though there are two 
items (later covered) that don’t work in reverse. In 
any event, on common ground is the exclusion of 
AAA refunds.”> This applies to taxes under the AAA 
held to be unconstitutional. The exclusion is for both 
the taxes refunded and interest. 


Another current income exclusion is recoveries on 
bad debts.2° The exclusion here is limited to recoveries 
on bad debts allowable prior to 1940. Whether the 
deduction was actually allowed is immaterial. If it 
was allowable, that is sufficient. (Both of the Senate 
Conference Committee reports refer only to allowed, 
not to allowable, but the wording of the statute con- 
trols, of course.) 


It is not clear whether the adjustment applies to 
recoveries on partial bad debts. It is also doubtful 
whether it applies at all to recoveries on bad debts 
under the reserve method for providing for bad debts. 
(To that extent, it puts the reserve method at a 
disadvantage. ) 

With the exception of abnormalities, with which we 
shall deal separately, we have now covered all the 
income adjustments applicable to the income and in- 
vested capital methods. In addition, and as previously 
mentioned, there are two current income adjustments 
peculiar to the invested capital method. One is the 
elimination of one-half the interest ?* on the borrowed 
capital, consonant with the inclusion of one-half the 
borrowed capital in invested capital. 

Some interesting questions arise in connection with 
the interest adjustment. Suppose the debt was paid 
off prior to 1940 but the interest was paid off in 1940, 
is there any adjustment in view of the fact that the 
debt was never part of invested capital? Or suppose 
the debt is paid in 1940 and the interest in 1941. In 
the 1941 return is there any adjustment to be made? 
If the answer to the last question is in the nega- 
tive, corporations on a cash basis have a wide open 
field for timing interest payments so that the adjust- 
ment for increasing current income need not be made. 

The other adjustment is the counterpart of the in- 
vested capital adjustment for inadmissibles in respect 
to tax-free securities. If the corporation elects to 
make the tax-free securities admissible, then current 
income (or more accurately the normal tax net in- 

25 See, 711(a)(1)(D), (a)(2)(F). 


% Sec. 711(a)(1)(E), (a)(2)(H). 
= Sec. 711(a)(2)(B). 
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come) is to be increased by the otherwise excludible 
interest on tax-free securities.*® 


Incidentally, the $5,000 requirement for returns takes 
into consideration these two adjustments, even though 
the corporation uses the income method, and even 
though under the income method the income is less 
than $5,000.29 That means borrowed capital and the 
correlative income adjustment are still a factor, even 
though a corporation is on the income method. How- 
ever, the real problem that will plague such a corpora- 
tion is the role to be accorded the adjustment for 
interest on tax-free securities. That adjustment, as 
we have seen, is dependent on the computation of 
inadmissibles. A corporation utilizing the income 
method doesn’t care a hoot about inadmissibles in the 
sense used for this adjustment (except in certain 
special instances). For safety’s sake, such corpora- 
tion would do well to include all income on tax-free 
securities in determining the $5,000 requirement for 
the filing of returns. 


We can now treat of the income adjustments that 
apply to 1936-1939 only, and that have no analogue 
in the current period. One of these permits exclusion 
of losses from debt retirement.®° This is like the exclu- 
sion we have reviewed of income from the same source, 
except that on the loss side, exclusion also applies to 


expenses in regard to the retirement or discharge of 
the debt. 


Another item that raises 1936-1939 income, is the 
elimination of certain casualty and other losses. 
Specifically, the items excluded are the uncompensated 
losses from fire, storm, shipwreck or other casualty ; 
also from theft or from abandonment or demolition of 
property or loss of its useful value. 

The next is another offshoot of the AAA tax situa- 
tion. It permits exclusion of part of the deduction for 
the repayment of processing taxes ** made to customers 
of the corporation who were charged for the AAA 
taxes. The provision is ponderously written, but the 
formula for determining the part of the total repay- 
ments that can be excluded, takes into consideration 
the amounts collected from customers but not repaid 
to them. The formula works this way: If $20 were 
collected from customers for AAA taxes and includible 
in the corporation’s gross income, and $15 were repaid, 
leaving $5 not repaid, the adjustment is not the full 
$15 repayment. Instead, it is a fraction, the numerator 
of which is $15 minus $5, or $10, and the denominator 
$15. In other words, two-thirds of $15, or $10, is the 
amount that would, in the illustration, be added to 
income. 

8 Sec. 711(a)(2)(G). 
29 Sec. 729(b). 
% Sec. 711(b)(1)(D). 


31 Sec. 711(b) (1) (E). 
32 Sec. 711(b) (1) (F). 
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Then there is the elimination of the deduction for 
payment of judgments, claims, etc.** This adjustment 
applies not only to the principal sum paid, but also 
interest. However, to qualify for adjustment, the 
items must be abnormal in the sense later covered 
under the caption on abnormalities. Just how much 
territory is embraced by the word “claims” is not 
clear. On a broad view there is an antecedent claim 
inherent in almost all payments by the corporation. 

Finally, and also bottomed on the requirement of 
abnormality, is an item applicable solely to the oil, 
gas and mining industries. The adjustment permits 
elimination of the deduction in 1936-1939 of expendi- 
tures for intangible drilling and development costs *4 
incident to drilling wells or preparing them for oil or 
gas production. In the case of mines, the adjustment 
applies to the development costs. 


There is one set of income adjustments for 1936- 
1939 not referred to in the law that may be more 
significant than what the law does proclaim. The 
added starter here referred to has to do with adjust- 
ments now pending or hereafter raised in the audit by 
the Commissioner of 1936-1939 income tax returns. 
Farsightedness may dictate the welcoming of the in- 
creased tax for those years, if the items involved can 
prove their weight in gold by the resulting increased 
earnings exemption and lower tax for excess profits 
tax purposes. In other words, here is truly a situa- 
tion where discretion may be the better part of any 
valorous controversy over 1936-1939 upward income 
adjustment. This of course does not apply to items 
like worthless stocks, capital assets or other things 
that do not, in any event, enter into the computation 
of the earnings exemption, whether they were allowed 
or disallowed for 1936-1939. But on the stuff that 
does follow through, it will pay both the Commis- 
sioner and the taxpayer to look ahead. 


Abnormalities 


Any tax truly aimed at current excess profits shoots 
off the target, if it fails to recognize that within the 
current period all sorts of things may happen that are 
wholly extraneous to the concept of current excess 
profits. In the law of the 1917 to 1921 vintage, the 
“out” was relief to a corporation by comparison with 
its corporate prototypes. The 1940 Act implements 
the problem in a different way—in fact, in two dif- 
ferent ways. 

The first gets down to cases by specifying the 
abnormality and what to do about it.4° The second 
is a broad blanket provision.** The first applies only 
to special types of described income. The second 

83 Sec. 711(b)(1)(G). 

* Sec. 711(b) (1) (HA). 


% Sec. 721. 
% Sec. 722. 
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caters to any abnormality affecting income or capital 
—upwards and downwards. The first pivots around 
the Commissioner. The second tells the Commis- 
sioner to do his “darndest” or his “bestest” in adjust 
ing for abnormalities, but subjects his decision to 
review by the Board of Tax Appeals. The inference 
would be that the Board is not supposed to review 
the first, but actually that is not true. The Board can 
redetermine the first just as it can redetermine excess 
profits tax liability, generally. The affirmative refer- 
ence to the Board in the second is probably directed 
as a reminder to the Commissioner, in view of the 
tremendous “go” sign the Commissioner gets in his 
omnibus power to adjust for any abnormalities. 
(Even with the Board review, the general provision 
may well be unconstitutional—if such concept in tax 
law still remains—because of the fact that neither the 
Commissioner nor the Board is given any yardstick 
for the exercise of their power.) 

Through this preliminary analysis, we have covered 
the second method of dealing with abnormalities, so 
we Can now rivet attention on the first. Six types of 
income harbor possibilities of being abnormal, in that 
they may belong or be attributable to other years. 
The six are income from: , 

(1) claims and judgments, including interest on them; 

(2) contracts that took more than a year to perform; 


(3) experimental, research and development work, extend 


ing over more than a year, on tangible property or patents o1 
processes; 

(4) changes in accounting period, or accounting method 
(like cash to accrual basis, instalment to accrual basis, bad 


debt charge-off to reserve method, inventory from first-in, first- 
out to last-in, first-out, etc., etc.) ; 


(5) termination of a realty lease and resulting gain to the 
lessor; 


(6) dividends on stock of foreign corporations, other than 
foreign personal holding companies. 

Item (6) is not a factor where the invested capital 
method is used since such income is excluded undet 
that method. 

Wherever there is any income of this type, the 
determination of its normality or abnormality is con 
trolled by two questions. Is it abnormal for the cor 
poration to receive such type of income? Is it normal 
for the corporation to receive such type of income but 
abnormal to receive it in such amounts, as evidenced 
by the fact that the amount in the current year is 
grossly disproportionate to the amounts in the four 
previous tax years? 

A negative answer to both these questions puts an 
end to the claim of specific abnormality. But it may 
still leave room for invoking the Commissioner’s powe! 
and the Board’s review under the general authoriza 
tion to deal with all manner and breed of abnormalities 
If the answer to one or both questions is in the affirma 
tive, adjustment not only is in order, but is required 
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The adjustment calls for allocating the abnormal 
items Or amounts to the years in which they belong. 
If an item belongs in a future year, it is pigeon-holed 
until time and excess profits taxes catch up with it. 
If it belongs in past years, the excess profits tax for 
these past years is redetermined (presumably only in 
respect to this single adjustment). The excess profits 
tax for the current year is computed with the abnormality 
eliminated. The total tax liability for the current 
year is then the current year’s tax so determined, plus 
the increased excess profits tax for the previous years. 
However, if the increase in the previous years’ tax is 
greater than the saving in the current year’s tax, the 
adjustment is not made, but instead, the current year’s 
tax is figured “straight,” or rather without throw-back 
to the past years. There can still be allocation to the 
future. The fact that the additional tax in the future 
may be greater than the current saving is not, and of 
course cannot, now, be considered. 

The allocation to other years is solely for excess 
profits tax purposes of those years and not for regular 
income tax purposes, because the normal tax on the 
abnormal items is paid in the current year. Hence, 
items that belong in years prior to 1940 will call for 
no recomputation as there was no excess profits tax 
(of this new type) in those years. However, accord- 
ing to the Senate Finance Committee report the allo- 
cation of income items to 1936-1939 will increase the 
base period income on which to figure the earnings 
exemption. On this basis, there is a possible treble 
boon from the throw-back to 1936-1939—no excess 
profits tax for those years, reduction in current in- 
come and increase in the base for the earnings exemp- 
tion. Presumably this increase in 1936-1939 income 
will apply only if the current year’s tax liability is 
computed on the abnormality basis, and will not other- 
Wise occasion adjustment of prior years’ excess profits 
tax liability because of the increased income imputed 
to 1936-1939. From all this, it is also clear that 1936- 
1939 income will not be an amount that once deter- 
mined, stays put. It will always be subject to upward 
adjustment because of future items of abnormal in- 
come allocated to 1936-1939. 


The Senate Finance Committee may have spoken 
out of school. After all, these adjustments can just as 
easily be viewed solely as a tax computing device for 
the current year and not an actual adjustment of 
previous years’ figures. However, if what the Senate 
Finance Committee said holds good, corporations 
may be reckoning without their hosts in currently 
electing the earnings or invested capital method of 
exemption. A corporation may for 1940 select the 
invested capital method, having determined its 1936- 
1939 income to be an amount that yields a lower 
exemption. An abnormality in 1943, which it could 
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not possibly predict or anticipate in 1940, may be 
allocable to 1936-1939. The adjusted 1936-1939 in- 
come may now make the earnings method for 1940 
by far the preferable, but of course the corporation’s 
doom was sealed back in 1940 and the earnings method 
is rio longer available to it for that year. An election 
in 1940 under such circumstances is nearer to a 
dereliction. 


This, too, makes it increasingly desirable for a cor- 
poration to file current excess profits tax returns elect- 
ing the earnings method, if that be deemed the 
preferable method, even though it regards its taxable 
income as less than $5000. A throw-back of abnormal 
income from a future year to the current year may 
bring the income over $5000, and in the absence of 
a return, the invested capital method would prevail. 


In any event, while the adjustment for an ab- 
normality looks precise in its arithmetic, no such 
garlands surround the occasion for the adjustment. 
When it is necessary to show that an item is “ab- 
normal” or “grossly disproportionate,” ethereal, imag- 
inative and discretionary faculties enter into the 
determination to harass those who dote upon knowing 
just where they stand at any time. Furthermore, 
allocating the abnormal segment to their precise years 
backwards and forwards, and in precise amounts for 
each year, is likely to keep the controversy hot, ad- 
ministratively and judicially. (For example, to what 
years do dividends from foreign corporations belong, 
or income from lease termination?) At best, it will 
mean reopening returns, without temporal limitation, 
backwards to 1940, or holding items indefinitely for 
the future. However, it’s all to the good of the tax- 
pavers, at least in its backward glance, so perhaps they 
won't feel too glum about the whole matter. 

Another gracious thing about these abnormalities 
is that they work only as to income. 
ductions stay put. 


Abnormal de- 
It does not even appear necessary 
to offset abnormal deductions against abnormal in- 
come of the same type in the same year. Thus, if in 
1940 an abnormal judgment was paid, and another 
abnormal judgment was collected, the income from 
the judgment collected would be allocable to the ap- 
propriate years, but the deduction for the judgment 
paid would remain riveted to the current year. The 
same would apply to abnormal interest paid on a tax 
claim and abnormal interest received on a tax refund. 


Consolidated Returns * 


Though only railroad companies may, if they desire, 
file consolidated returns for the regular income tax, 
the field is wide open for all “ordinary” corporations 
in determining excess profits tax liability, provided 





37 Sec. 730. 
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they are connected by the same 95 percent band of 
stock ownership as is prescribed for railroad companies. 

There are a few types of corporations that can’t 
participate in consolidated returns. They are: cor- 
porations exempt from excess profits tax (and hence 
a personal holding company), personal service cor- 
porations, insurance companies specially taxed, foreign 
corporations (except that 100 percent owned Canadian 
and Mexican companies, maintained solely to comply 
with Canadian and Mexican laws regarding title and 
operations, may be included or left out, as the tax- 
payers wish), China Trade Act companies, and cor- 
porations receiving a large part of their income within 
United States possessions. If any of these excluded 
groups is the top parent company, the whole con- 
solidated structure under the parent falls. If they are 
subsidiary companies, they, and their own subsidiaries, 
are merely eliminated from the consolidated family. 
An exception is made in regard to insurance com- 
panies, in that two or more insurance companies taxed 
in the same way can be consolidated. 

To file or not to file consolidated returns is a ques- 
tion on which the affiliated group does the deciding. 
If such returns are filed, the group is entitled to only 
one $5,000 exemption. A consolidated return also 
automatically gives consent to the regulations regard- 
ing consolidated returns prescribed by the Commis- 
sioner prior to the last day for filing the returns. 
(Under the income tax law, the regulations consented 
to are those prescribed up to the time the return is 
filed, if filed before the last day.) While the law does 
not prescribe that the filing of consolidated returns 
one year makes it necessary to file consolidated re- 
turns thereafter, the regulations undoubtedly will so 
provide, just as they do for income tax purposes. 


Fiscal Years and Short Periods 


Excess-profits-tax life begins with either the cal- 
endar year 1940 or the fiscal year that starts after 
January 1, 1940. If a change in accounting year is 
made, involving an interim return for a short period, 
the return for the short period must be put on an 
annual basis.** (This is not so for regular income tax 


purposes.) Putting the short-period returns on an 
annual basis may provide an impetus or deterrent in 


the matter of conversion from calendar to fiscal year, 
depending on the results of the short period. If there 
is a proportionately large income during the short 
period, the tax burden may be acute. However, 
mollification can then be secured through the work- 
ings of the abnormality section. 


As time goes on, it becomes increasingly clear that, 
all other things being equal, (and they hardly ever 


%8 Sec. 711(a) (3). 
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are) corporations on a fiscal year, especially those 
whose year starts late in the calendar year, have a 
distinct edge on calendar year corporations, in that 
new tax laws do not catch the former unawares or 
retroactively. The mating season for taxes has gen- 
erally resulted in birthdays between May and August. 
(This year the second edition popped in October.) 
Calendar year corporations live or die wondering from 
January to tax natal day. Corporations whose fiscal 
year starts, say, November or December 1, know 
what’s ahead of them. That is a distinct comfort and 
satisfaction, even if it were true that there was nothing 
that they could do with or about the fore-knowledge. 


Exchange Provisions * 


The hue and cry about “utter incomprehensibility” 
that was raised by some members of Congress un- 
doubtedly was aimed at the exchange provisions. Those 
provisions are complex, and in the hands of a layman, 
they will cure the most stubborn insomnia. However, 
a patient and determined approach by one proficient 
in the tax-art, will help restore calm to a first blush 
appearance of Babel and chaos. The subject is much 
too lengthy and specialized to justify embodiment in 
any comprehensive fashion here. Let it suffice to 
touch upon some of the objectives rather than the 
prescription. 

In an excess profits tax involving graduated rates 
and income brackets, it is obvious that two corpora- 
tions can live cheaper than one. Furthermore, atten- 
tion must be given the history of the two or the one, 
where earnings of prior years are a vital force and we 
are dealing in the current year with a corporation 
that theretofore derived from several corporations, or 
vice versa. The same is true where invested capital 
is a factor, and one corporation inherits the invested 
capital of another, or there is an interlocking stock 
pattern that may involve duplication, if each corpora- 
tion were taken on its own, or taken as one for all. 

In all such cases there is trouble or inequity ahead, 
unless the antecedence be respected, particularly if 
the merger or dismemberment process were done 
under the benign aegis of the tax-free route—a course 
that was available in varying fashion and extent be- 
ginning with the Revenue Act of 1918. The exchange 
provisions, so vociferously bedeviled, attempt to apply 
the needed E Pluribus Unum and “E Unibus Plurum” 
principles, where tax-free shifts since December 31. 
1917 account for the existence of several corporations 
today where there was one before, or vice versa. 

(Concluded on page 720) 





39 Secs, 740-752. 
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Taxation of Insurance Proceeds— 
Federal Estate Taxes 


(Continued from page 668) 


the traveler who drives a mile or two down stream 
and crosses a free bridge, thus legally avoiding the toll. 


The only statute relative to Federal Estate Taxes 
as affecting life insurance proceeds is indeed brief,? 
and that section has stood without amendment since 
its original enactment in the 1918 Code.’ 


We attorneys who have often been criticized for 
not saying a simple statement in a simple manner, 
may find some justification for our verbosity when we 
contrast this apparently simple language with the 
great amount of litigation that these few lines have 
engendered, due, in no small manner, to their brevity 
and supposed simplicity. 

Because of that brevity, it has been necessary for 
the Treasury Department to issue rather voluminous 
regulations in order to include the various points not 
covered by the statute. Then those regulations have 
been supplemented, clarified and twisted by rulings 
and memoranda of various officials within the depart- 
ment, and further by the various courts of appropriate 
jurisdiction. No sooner have the courts decided and 
clarified a regulation, than the regulation has been 
amended again and the problem reopened with its 
resultingly obscure path for the future. The statute 
merely provides that all insurance proceeds payable 
to an insured’s estate, and all proceeds of policies 
taken out by an insured and payable to named bene- 
ficiaries in excess of the additional $40,000 insurance 
exemption are to be included in the gross estate. 


The material portion of that statute is composed 
of two phrases, the first of which is: “to the extent 
of the amount receivable by the executor as insurance 
under policies taken out by the decedent upon his own 
life.” ®° That phrase appears simple enough, and sur- 
prisingly it is the phrase that has caused the least 
difficulty in construction. Nevertheless, the amount 
of litigation involved thereunder and the number of 
reversals on appeal show that it is not too readily 
understood. There is no difficulty in the case of 
insurance payable to the estate or executor of the 
insured, not earmarked for any special purpose. That 





7T. R.. C., Section S11: 

‘“‘The value of the gross estate of the decedent shall be deter- 
mined by including the value at the time of his death of all prop- 
erty, real or personal, tangible, or intangible, wherever situated, 
except real property situated outside of the United States A 

‘‘(g) Proceeds of Life Insurance.—To the extent of the amount 
receivable by the executor as insurance under policies taken out by 
the decedent upon his own life; and to the extent of the excess over 
$40,000 of the amount receivable by all other beneficiaries as insur- 
ance under policies taken out by the decedent upon his own life.’’ 


3 First inserted in 1918 Act as Section 402(f); 1924 and subsequent 
acts as Section 302(g); 1940 Internal Revenue Code Section 811(g). 


*T. D. Reg. 80. 
51. R. C., Sec. 811(g). 
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is clearly subject to taxation, without benefit of the 
$40,000 insurance exemption, provided those proceeds 
together with the other assets of the insured’s estate 
produce a net estate in excess of $40,000 general 
property exemption. 


By regulation the Government has added to the 
statute that the word “executor” therein means execu- 
tor or administrator, which inclusion is only reason- 
able. The regulation further provides that insurance 
is deemed payable to the estate or the executor or 
administrator thereof if “taken out to provide funds 
to meet the estate tax, and any other taxes or charges 
which are enforceable against the estate.” 


In one instance an insured had a policy of insurance 
which provided that on his death it was payable to a 
certain bank as trustee under his will and by testa- 
mentary instrument he designated the bank as execu- 
tor. The bank received the insurance proceeds as 
trustee and paid over a major portion of them during 
the course of the administration of the trust for ad- 
ministration expenses and demands of the estate. 
There the Board of Tax Appeals ruled that the entire 
proceeds of the policy were payable resultingly to the 
executor, and hence required to be reported in the 
gross estate. They commented that the test was 
whether the funds were receivable for the benefit of 
the estate and subject to the payment of charges 
against the estate. They further held that it was not 
the intention of Congress in enacting subdivision (g) 
to exempt from taxation life insurance meeting the 
statutory tests, by nominally making them payable 
to someone other than the executor. The fact that 
the proceeds were not distributed by the executor as 
such executor was immaterial, according to the rul- 
ing.” In another matter decided by the Board of Tax 
Appeals the insurance was payable to the executors, 
administrators or assigns of the insured. All premi- 
ums on the policy had been paid by the husband of 
the insured decedent. On those facts it was held that 
the death proceeds of the policies were a portion 
of the gross estate.® 


6T. D. Reg. 80, Art. 26: 

‘“‘The provision requiring the inclusion in the gross estate of all 
insurance receivable by the executor, without any exemption, ap- 
plies to policies made payable to the decedent’s estate or his exec- 
utor or administrator, and all insurance which is in fact receivable 
by, or for the benefit of, the estate. It includes insurance taken out 
to provide funds to meet the estate tax, and any other taxes or 
charges which are enforceable against the estate. The manner in 
which the policy is drawn is immaterial so long as there is an obliga- 
tion, legally binding upon the beneficiary, to use the proceeds in 
payment of such taxes or charges. If the decedent took out insur- 
ance in favor of another person or corporation as collateral security 
for a loan or other accommodation, the insurance is considered to be 
receivable for the benefit of the estate. The amount of the loan 
outstanding at decedent’s death will be deductible in determining 
the net estate, and the interest thereon will be deductible in accord- 
ance with the provisions of article 36.’’ 


™ Morton, Administrator of Logan v. Commissioner, 23 BTA 236. 
To same effect see Pacific National Bank, Executor of Morgan v. 
Commissioner, 40 BTA No. 28. 


8 Estate of Helen K. Bromley, 16 BTA 1322. 
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Another case involved insurance payable to the 
insured’s wife in trust, without indicating the bene- 
ficiary or the nature of the trust. By his will the 
insured designated his wife as beneficiary of the trust 
to the extent of one-half of the insurance proceeds. 
That half, identified by welding the insurance trustee 
designation with the testamentary provision was held 
exempt from taxation, but the one-half not disposed 
of by his will, and which resultingly was paid to his 
general estate, was held subject to taxation.® 

Under this regulation it is obvious that proceeds 
of any policies specifically intended for the payment 
of estate taxes or otherwise earmarked for the benefit 
of the estate or in any manner subject to the demands 
of the estate, must be included in the gross estate. 

If the insurance proceeds are payable to beneficiar- 
ies under a business trust agreement intended to carry 
out a stock purchase plan or a plan to purchase the 
interest of a deceased partner, then the question as 
to whether or not the proceeds are taxable must be 
determined by the facts of each case. One case which 
shows the tendency of the courts on these matters is 
a decision of the Board of Tax Appeals on the follow- 
ing facts, in brief: Two business associates entered 
into an agreement providing that the survivor would 
purchase the other’s stock of a certain corporation in 
which they were mutually interested. The plan was 
to use the proceeds of policies of insurance which each 
procured on his own life payable to his own estate. 
There the Board held that not only were the insurance 
proceeds actually paid to the decedent's estate but also 
that the stock held by the decedent must also be 
included in the gross estate.” 

Another of the very few cases bearing upon a stock 
purchase plan held that the insurance proceeds were 
entirely exempt from estate taxes under the following 
facts.’ The insured was the primary stockholder of 
a certain newspaper company. Policies were applied 
for, some of which were payable to the insured’s 
estate and some to the trustee, and all of the policies 
were turned over to the trustee for use by him in the 
event of the insured’s death in order to purchase the 
interest of the deceased for the benefit of the other 
stockholders of the company. All premiums were paid 
by the corporation. It was held that the proceeds of 
all policies were exempt for the reason that the in- 
sured did not pay the premiums. It is to be noted 
that the premiums were not paid by the beneficiary 
either, as the trustee was the resulting beneficiary. 
The court noted that the corporation was a separate 
entity from the insured and even though he was a 
~ 9 Union Trust Co. et al. v. McCaughn, 24 Fed. (2d) 459. To the 


same effect see First National Bank and Tr. Co. of Minneapolis, 
Executor of Leach v. United States, District Court, Minnesota, 1939 
(39-2 ustc { 9536). 

1 Estate of John T. H. Mitchell, 37 BTA 1. 

1 Wilson v. Crooks, 52 Fed. (2d) 692. 
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majority stockholder, the corporation’s payment of 
the premiums was not the insured’s payment. This 
case should be looked on with some reservation, how- 
ever, in view of the fact that the regulation in force 
at the time of this decedent’s death made the question 
of premium payment a material element, which is 
not the present rule. 


The next phrase in this brief statute provides for 
the inclusion in the gross estate of insurance: pro- 
ceeds “to the extent of the excess over $40,000 of the 
amount receivable by all other beneficiaries as insur- 
ance under policies taken out by the decedent upon 
his own life.” 1” 

The constitutionality of the attempt to tax insur- 
ance proceeds payable to named beneficiaries has been 
approved by our Supreme Court in Chase National 
Bank v. United States.% There the insurance was 
applied for after the enactment of the Revenue Code 
of 1921 and was payable to the insured’s wife as bene- 
ficiary with the right to change the beneficiary re- 
served to the insured. He also paid all the premiums. 
The contention of the taxpayer was that nothing 
passed under this insurance from the decedent or his 
estate to the beneficiary ; that the death proceeds did 
not come into being until he died ; that the only money 
that passed was from the insurance company to the 
beneficiary. Hence the proceeds could not be reached 
by an estate tax for to do so would be levying a 
direct tax and thus a violation of the Constitution. 
The court held that the question presented was: Is 
the termination by death of the power of the decedent 
to exercise the policy privileges, such as surrender, 
borrowing upon the policy, changing the beneficiary, 
etc., and the consequent creation in the designated 
beneficiary of the newborn rights under the policies, 
freed of the possibility of exercise of the policy pro- 
visions by the insured, a legitimate subject of a trans- 
fer tax? It ruled that the insured’s power to exercise 
the policy provisions was by no means the least sub- 
stantial of the legal incidents of ownership, and thus 
the termination of those rights and the creation of 
other rights in a beneficiary was a transfer from the 
decedent to the beneficiary which could be reached by 
taxation, subject to the statutory life insurance 
exemption. Justice Stone therein stated: 


“Obviously, the word ‘transfer’ in the statute, or the privilege 
which may constitutionally be taxed, cannot be taken in such 
a restricted sense as to refer only to the passing of particular 
items of property directly from the decedent to the transferee. 
It must, we think, at least, include the transfer of property 
procured through expenditures by the decedent with the pur- 
pose, effected at his death, of having it pass to another.” 


The opinion added that there was no necessity to 
debate the question whether the policies themselves 


aI, R.C., Sec. 811(g). 
13 278 U. S. 327, 73 Law Ed. 405. 
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were transferred, for the power to tax the privilege of 
transfer at death could not be controlled by the mere 
choice of the formalities which might attend the 
donor’s bestowal of benefits on another at death, or 
the particular methods by which his purpose is ef- 
fected, so long as he retains control over those benefits 
with power to direct their future enjoyment until his 
death. Toa major degree that opinion set forth what 
it its judgment constituted the legal incidents of 
ownership. It undoubtedly was the basis for the 
present wording of the regulations for there is a 
marked similarity between what the court therein 
deemed incidents of ownership and the present rules. 

Regulations have been issued to supplement this 
phrase and to generally explain its meaning.’* They 
provide that policies are deemed to have been taken 
out by the decedent upon his own life if he possessed 
any of the legal incidents of ownership in the policy 
at the time of his death. These rules have been sub- 
ject to fairly frequent amendment with resulting 
changes in the law. In consequence it is always 
necessary to refer to the regulation in force at the 
time of the insured’s death to ascertain the law ap- 
plicable. It is probable that in view of a recent decis- 
ion of the Supreme Court relative to reversionary 
interests on termination of a prior life estate,’® further 
changes will be made in this and other regulations. 
That case will be more particularly discussed later in 
this paper. As the regulations now stand, the legal 
incidents of ownership consist of the right of the 
insured or his estate to the economic benefits of the 
policy, the power to change the beneficiary, to sur- 
render or cancel the policy, to assign it, to revoke an 
assignment, to pledge it for a loan, or to obtain from 
the insurer a loan against the surrender value of the 
policy, ete. 

There are now in common practice at least three 
methods of avoiding the incidents of ownership in the 
insured. Of these three methods that of having the 
policy originally issued on the so-called ownership 
form has been the least confusing and has produced 
the least litigation. Under that method the policy is 
applied for by some person other than the insured. 


4T,. D. Reg. 80, Art. 25: 

“The statute provides for the inclusion in the gross estate of 
insurance taken out by the decedent upon his own life, as follows: 
(a) All insurance receivable by, or for the benefit of, the estate; 
(b) all other insurance to the extent that it exceeds in the aggregate 
$40,000. 

‘“‘The term ‘insurance’ refers to life insurance of every descrip- 
tion, including death benefits paid by fraternal beneficial societies, 
operating under the lodge system. Insurance is considered to have 
been taken out by the decedent, whether or not he made the applica- 
tion, if he acquired the ownership of, or any legal incident thereof 
in, the policy; but in the case of a decedent dying before November 
7, 1934 (the date of approval of the 1934 edition of Regulations 80), 
the provisions of the second paragraph of article 25 of Regula- 
tions 70 (1929 edition) will continue to apply. Legal incidents of 
ownership in the policy include, for example: The right of the in- 
sured or his estate to its economic benefits, the power to change the 
beneficiary, to surrender or cancel the policy, to assign it, to revoke 
an assignment, to pledge it for a loan, or to obtain from the insurer 
2 loan against the surrender value of the policy, etc.’’ 

13 Helvering, Commissioner v. Hallock, 309 U. S. 106, 84 L. Ed. 382. 
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The insurance company generally requires the insured 
to consent to the insurance and be medically exam- 
ined, thus signing some papers. Nevertheless, the 
application is made by some person or entity other 
than the insured. That person is owner of the policy 
and possesses all ownership interests in it. The only 
relation of the insured to the policy is that it is meas- 
ured by his life. Under this method proceeds may be 
payable to anyone designated by the owner in accord- 
ance with the policy provisions. If the proceeds are 
not payable to the estate of the insured upon his death, 
the proceeds unquestionably are exempt from taxation. 


The second clearest method is that of assignment of 
the policy. If the insured executed an instrument of 
transfer completely divesting himself of all title and 
ownership privileges in the policy, it is equally clear 
that the proceeds are exempt from taxation.*® There 
need be no proration of the death proceeds in pro- 
portion to the amount of premiums paid before and 
paid after the assignment. According to the present 
trend of cases, it is the opinion of the writer that an 
absolute assignment of the policy exempts the entire 
death proceeds from taxation in all events the same 
as though the policy had been originally written on 
the so-called ownership form, except that there is 
always a possibility in an assignment case of having 
a transfer attacked as made in contemplation of death. 
There was formerly in force a memorandum of the 
General Counsel of the Department ruling to the 
effect that the only basis of taxation of insurance 
proceeds was under Section 402(f) (now 811(g)) of 
the Act, and as that section did not include a contem- 
plation of death provision, there could be no such 
transfer of insurance policies.’ However, that ruling 
was revoked in December, 1936.15 Therefore, under 
the present ruling if the insured dies within two years 
of such an assignment, the burden is upon his estate 
to prove that the transfer was not in contemplation of 
death, and in fact, any transfer even though made over 
two years prior to the death may be attacked, but the 
burden is then upon the government to prove that 
the transfer was in contemplation of death. The usual 
rules of what constitute a transfer in contemplation 
of death would naturally be applicable to any transfer 
of rights in an insurance policy. There have been no 
illustrative judicial determinations on such transfers 
of insurance policies. Therefore, we can only refer 
to general cases. In that line of cases it is to be noted 
that where the motive has been to avoid inheritance 
and estate taxes, it has been held that motive makes 
the proceeds taxable.’® 


1% Rosenstock v. Commissioner, 41 BTA —, No. 89. 

7G. C. M. 1164. 

8G, C. M. 16932. 

1” Farmers’ Loan & Trust Co., Trustee (Estate of William Waldorf 
Astor) v. Bowers, 68 Fed. (2d) 916, certiorari denied 293 U. S. 565, 
98 Fed. (2d) 794, certiorari denied 59 S. Ct. 589. 
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The third method of attempting to avoid estate 


taxes is by irrevocably designating the beneficiary or 
beneficiaries of the policy. That is the method which 


has produced the most varying legal results, no small 
portion of which has been occasioned by the amend- 
ments and changes in the regulations. The usual form 
of insurance policy now issued by most American 
companies provides that if the beneficiary designation 
be irrevocable, then the insured may not exercise any 
of the policy provisions without the signature and 
consent of the irrevocably designated beneficiaries. 
Generally, the policies also provide that in the event 
all beneficiaries predecease the insured, whether 
revocably or irrevocably designated, all rights to the 
policy revest in the insured. Under such forms of 
policies the irrevocably designated beneficiary does 
not have the right to exercise the policy provisions 
unless the insured joins in. It is thus to be noted that 
the ownership privileges in the policy may be exer- 
cised only by the insured and the irrevocable bene- 
ficiaries jointly during the joint lives of those 
individuals. On the death of either the insured or all 
irrevocable beneficiaries, the survivor acquires all 
ownership privileges. 

Formerly the regulations provided that “The dece- 
dent possessed the legal incidents of ownership if the 
rights of the beneficiaries to receive the proceeds are 
conditioned upon the beneficiaries surviving the de- 
cedent.” ° However, that sentence was deleted from 
the regulation on March 18, 1937,*! and the present 
regulations contain no reference to whether or not 
the possibility of reversion by the beneficiaries’ pre- 
deceasing the insured is or is not a material element. 
Until recently there was a long line of cases uniformly 
holding that a simple irrevocable designation of a 
beneficiary was sufficient to exempt the proceeds from 
taxation even though the policy provided that if that 
beneficiary predeceased the insured all rights reverted 
to the insured.”” 


However, this line of cases is subject to question 
as to their present applicability in view of the recent 
Supreme Court decision of Helvering v. Hallock,” 
which was decided on January 29, 1940. That case 
did not involve insurance proceeds, but involved a 
transfer of property by deed of trust wherein the 
settlor reserved to himself an interest contingent upon 
his surviving the life beneficiary. There had formerly 
been a divergence of legal authority on whether or 
not property so transferred was subject to inclusion 


2 Reg. 80, Art. 25. 

1 T, D. 4729, C. B. 1937-1, p. 284. 

22 Chase National Bank of the City of New York, Executor of 
Dryden v. United States, 28 Fed. Sup. 947; Bingham v. United States, 
296 U.S. 211, 80 Law Ed. 160; Thompson v, Commissioner, 41 BTA —, 
No. 125; Pennsylvania Company v. Commissioner, 79 Fed. (2d) 295. 

23309 U.S. 106, 84 L. Ed. 382. 
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in the gross estate, which divergence had arisen from 
the rulings in Klein v. United States ** and Helvering 
v. St. Louis Union Trust Co.> In those two cases the 
Supreme Court had followed the old feudal real prop- 
erty delineations. By the decision of Helvering vw. 
Hallock, written by Mr. Justice Frankfurter, the Su 
preme Court overruled its prior decision in the St. 
Louis Trust case and held that in tax matters a con- 
veyance of property with the possibility of reversion 
of the property to the grantor’s estate by the grantor 
surviving the life beneficiary was not a sufficient 
transfer to remove the property from the estate of 
the grantor, even though the grantor actually pre- 
deceased the life beneficiary and thus made the life 
beneficiary’s estate absolute. Justice Frankfurter 
stated that it was unwise, in his opinion, to attempt to 
distinguish taxation cases on the mere legal verbiage 
when the legal result was the same, as the courts had 
tried to do in the Klein and St. Louis cases. He added 
that the delicacies of wording raised by the feudal 
system of law had their purpose at that time, but they 
have no present purpose in tax matters as “Essentially 
the same interests, judged from the point of view oi 
wealth, will be taxable or not, depending upon elusive 
and subtle casuistries which may have their historic 
justification but possess no relevance for tax purposes.” 
Since that decision one court, the Circuit Court of 
Appeals for the First Circuit, has relied on that ruling 
and held 7° that where the beneficiary of two policies 
was irrevocably designated under a designation which 
provided that she was to receive only in the event of 
her surviving the insured and which required her 
consent in the exercising of the policy provisions dur 
ing the joint lifetime of the insured and the bene 
ficiary, such proceeds were subject to the estate tax. 
This holding was made in spite of the fact that the 
policies were applied for prior to 1918, the effective date 
of the Act, for the reason that the insured retained inci- 
dents of ownership until after the effective date oi 
the Act, and further in face of the fact that his death 
was several years prior to the ruling in Helvering v. 
Hallock. However, it is to be noted that the insured’s 
death occurred during the period of time when the 
regulations contained a provision that the decedent 
possessed the legal incidents of ownership if the rights 
of the beneficiary were conditioned upon the bene 
ficiary’s surviving the decedent, although that former 
regulation was not referred to in the decision. 
Therefore, it is deemed probable that the present 
regulations, which imply that the decedent has no 
incidents of ownership in the policy even though there 
is a possibility of reversion to him on the beneficiary’s 
2 283 U.S. 231. 


206 U. S. 39. 
2% Broderick v. Keefe, 112 Fed. (2d) 293. 
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predeceasing him, will be repealed by departmental 
action ; or perhaps they have been repealed by judicial 
action. It is therefore wise for each and every insured 
who has used the irrevocable beneficiary designation 
as a means to avoid estate taxes, to review his policies 
or have them reviewed by his attorney. The insured 
should divest himself of that possibility of reversion 
by assignment or other means. 

Helvering v. Hallock has given rise to a new issue 
that has not previously been passed upon or even con- 
sidered by the courts. Customarily endowment poli- 
cies provide for the payment of benefits to the insured 
upon their maturing as an endowment, and payment 
to a beneficiary in the event the insured should not 
survive the endowment period. The question is whether 
or not the endowment contract contains an element 
of reversion in view of the fact that the insured will 
receive the proceeds on maturity of the policy as an 
endowment, provided it does so mature. This question 
was very recently presented to the Board of Tax 
Appeals on a set of facts which involved several poli- 
cies irrevocably payable to the insured’s wife as bene- 
ficiary.27 It was the contention of the commissioner 
that in view of the fact that the beneficiary’s interest 
was conditioned upon her surviving the insured, and 
in fact further conditioned upon his dying during the 
endowment period, the proceeds were subject to taxa- 
tion where the insured did die during that endowment 
period. The Board held the proceeds exempt; how- 
ever, five members of the Board dissented from the 
decision on the authority of Helvering v. Hallock. The 
majority opinion held that: 

“Endowment policies of insurance like these may be divided 

into two parts—first, a contract of endowment and, second, a 
contract of insurance.” 
They ruled that the money passed to the beneficiary 
as insurance proceeds and not endowment proceeds, 
and in consequence they were to be measured by the 
standards of taxing life insurance. 


In all of these methods of avoiding the incidents of 
ownership in the insured, the question arises as to 
whether or not the insured’s efforts to avoid taxes 
may be defeated by his subsequent conduct, particu- 
larly by his paying the premiums. The wording of 
the present regulations do not make the question of 
who pays the premiums an element in considering the 
taxability of the proceeds. As the regulations and 
the law are silent on the subject and the rulings are 
none too clear, as a matter of precaution it is recom- 
mended that if the insured is attempting to divest him- 
self of the incidents of ownership in the policy, every 
effort be used by him to avoid paying the premiums 
himself, either actually or constructively. The Su- 
preme Court has strongly intimated that whether or 





2 Thompson v. Commissioner, 41 BTA —, No. 125. 
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not the insured pays the premiums is immaterial if he 
has divested himself of the incidents of ownership, but 
the case did not pass directly upon that issue.?* In 
that matter the policies were taken out in a community 
property state and the premiums were paid out of 
community property funds. The court held that in- 
asmuch as community property law holds that one- 
half of community assets belong to the wife, the result 
was that the wife had paid one-half of the premiums 
on the policies, and therefore one-half of the policies 
were exempt. In that case the insured had the right 
to change the beneficiary under all policies. The ques- 
tion left unanswered is: Would the fact that one-half 
of the premiums had been paid out of his community 
interest have permitted the exemption of the entire 
proceeds if he had not had the right to change the 
beneficiary or had assigned the policy to another? 


The Circuit Court of Appeals for the Second Circuit 
has held in a case, arising during the short period 
of time in which the regulations did provide that 
question of premium payment was a material element, 
that where policies were irrevocably assigned to a 
trustee at the time of the insured’s death and where- 
under the trustee had paid the premiums during the 
period of the assignment, the proceeds were exempt 
from estate taxes to the proportionate extent that the 
premiums on the policy paid by the trustee bore to 
all premiums paid during the entire life of the policy.”® 


Very recently the Board of Tax Appeals ruled that 
where the insured had absolutely assigned the policies, 
even though by oral assignment, the fact that the 
premiums or a portion of them were paid by funds 
of a partnership, composed of the insured and bene- 
ficiary as equal partners, did not revest title in the 
insured so as to make the proceeds subject to taxation. 
Its decision was based primarily upon their holding 
that whether or not the insured pays the premium is 
immaterial.*° 

The frequently discussed cases of Bailey v. United 
States *1 appear to make the question of premium pay- 
ments a material issue. In the first Court of Claims 
decision it was held that the proceeds of policies which 
the insured had assigned to his wife were liable to 
taxation for the reason that the insured had paid the 
premiums from the time of the assignment until his 
death. However, in the second decision on this matter 
and after receipt of further evidence the Court of 
Claims exempted the portions of the policies on which 
the evidence showed that the assignee had paid the 
premiums. In doing so it specifically reaffirmed its 
previous ruling which it stated stands as authority 
that where the decedent continues to pay the premi- 





2% Lang v. Commissioner, 304 U. S. 264, 82 L. Ed. 1331. 
2 Helvering v. Reybine, 83 Fed. (2d) 215. 

*” Rosenstock v. Commissioner, 41 BTA —, No. 89. 
3127 Fed. Sup. 617, 30 Fed. Sup. 184 and 31 Fed. Sup. 778. 
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ums the proceeds must be included in the gross estate. 
Subsequently thereto the court again reversed its de- 
cision on the authority of Helvering v. Hallock and 
held that all proceeds of the policies were liable to 
inclusion in the gross estate for the assignment was 
conditioned upon the assignee’s surviving the insured. 
Many have questioned whether this series of Bailey 
cases dictates good law. It is in conflict with other 
courts. However, that conflict may be clarified soon 
for I am informed that a petition for certiorari has 
been filed. 

The lone court ruling and the brief regulation are 
not in accord on the allocation of the $40,000 insurance 
exemption when a portion of the policy proceeds are 
payable to charitable organizations, bequests to which 
are ordinarily exempt from estate taxation. The only 
decided case on the matter has come from the Third 
Circuit Court of Appeals, which held that the proceeds 
of a life insurance policy payable directly to charitable 
or philanthropic institutions as beneficiaries were en- 
tirely exempt from estate taxation, and the $40,000 
insurance exemption should not be prorated as to 
those policies when there were other policies in the 
estate; that the insurance exemption should be ap- 
plied solely to the policies payable to the non-chari- 
table beneficiaries.*? However, this case appears to be 
in conflict with a departmental ruling which directs 
that the $40,000 insurance exemption is to be prorated 
among all beneficiaries whether charitable or not.** 

Certain additional questions arise in community 
property states. As a general rule the fact that the 
wife has a one-half interest in all community property 
gives her a one-half interest in the policy, and thus 
removes one-half of the policy proceeds from liability 
for estate taxation. If the policy was taken out before 
the community interest arose, that one-half is dimin- 
ished by the proportion the premiums paid before the 
creation of the community interest bear to those paid 
during the term of the policy.** And the vice versa 
of that applies for it has been held that where the 
wife predeceased the insured husband and the pre- 
miums on the policy had been paid out of community 
funds, one-half of the then cash surrender value of 
the policy formed a part of her estate.*® 

The question as to whether or not an annuity is 
subject to Federal Estate Taxes depends upon the 
form of the contract. However, they are clearly to be 
treated as ordinary property and do not have the 

33 McKelvy v. Commissioner, 82 Fed. (2d) 395. 

3 FE, T. 2; C. B., December, 1933, p. 280: 

‘“‘Where insurance is receivable by beneficiaries other than the 
estate and where some of the beneficiaries are charitable organiza- 
tions, it is held that for the purpose of the charitable deduction to 
which the estate is entitled the $40,000 statutory exemption should 
be prorated among the beneficiaries, and the amount of the insur- 
ance receivable by such organizations should be reduced by their 
proportionate shares in the exemption.”’ 


% Lang v. Commissioner, 304 U. S. 264, 82 L. Ed. 1331. 
% Estate of Louisa M. Carroll v. Commissioner, 29 BTA 11. 
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benefit of the $40,000 insurance exemption. Regula- 
tions have been issued detailedly providing for the 
valuation of annuities.*® In accordance with the in- 
structions therein, the valuation of an annuity issued 
by an insurance company is the amount that it would 
cost to purchase a similar annuity from the same com- 
pany as of the date of the death.*” 


An irreconcilable conflict has arisen from the now 
frequently issued combination life and annuity poli- 
cies, for the few courts that have ruled on these com- 
binations have reached two diametrically opposed 
results. Generally that combination calls for payment 
during the lifetime of the insured annuitant of approxi- 
mately 3% of the single premium paid for the policy 
and payment of the face of the policy which is usually 
slightly less than the amount of the single premium 
to the designated beneficiary on the death of the in- 
sured annuitant. Some times these policies are issued 
as a single contract. Other times the annuity and the 
life insurance policy are two distinct contracts. Asa 
general rule the plan is issued without medical examina- 
tion and without regard to the insured’s physical con- 
dition. The first decision involving such a contract 
ruled on one where all features were included in a 
single policy. There it was held that there was no 
life insurance feature in the contract and the proceeds 
were taxable in full.** 


The Third and Eighth Circuit Courts of Appeals 
have held that the entire proceeds of such a plan are 
taxable even though incorporated in two separate and 
distinct policies. Therein the court decided that it 
was the duty of the court to look to the entire transac- 
tion and not each single instrument and when so com- 
prehended, there was no feature involving a life 
insurance risk. They gave several reasons for the 
result reached, some of which were that the reserve 
maintained by the company for the two risks was 
always equal to the face of the life policy; that the 
company did not concern itself with the condition of 
the health of the applicant, etc. It was held that these 
transactions were transfers intended to take effect in 
possession or enjoyment at or after death.*® 


An exactly contrary result was reached by the Cir- 
cuit Court of Appeals for the Second Circuit on similar 
facts which were that the company had issued upon 
separate applications, simultaneously made, two unre- 
lated policies, one an annuity and the other of life 


%T, D. Reg. 80, Art. 10: 

“The value of an annuity contract issued by a company regu- 
larly engaged in the selling of contracts of that character is estab- 
lished through the sale by that company of comparable contracts.” 

= T. D. Reg. 80, Art. 10, Sec. (i)(2) and Levy’s Estate v. Com- 
missioner, 65 Fed. (2d) 412. 

383 Old Colony Trust Co., Executor of Morss v. Commissioner, 37 
BTA 435, affirmed 102 Fed. (2d) 380. 

%® Commissioner v. Estate of Keller, Circuit Court of Appeals. 
Third Circuit, decided May 28, 1940 (40-2 ustc § 9494); Helvering 


v. Tyler, 111 Fed. (2d) 422, Circuit Court of Appeals, Eighth Cir- 
cuit, decided April 29, 1940 (40-1 ustc J 9439). 
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insurance. The court commented that the insured at 
the time of making the applications was in good health 
and did not purchase the annuity or the insurance in 
contemplation of death, and therefore the fact that she 
died less than one month after issuance of the policy 
was immaterial. The court appeared to lay consider- 
able stress upon the fact that in computing the single 
premium for each policy the insuring company made 
no adjustment on account of the premiums to be 
received on the other, although the court conceded 
that the company would not have issued the life policy 
without the annuity policy, but would have issued 
the annuity policy without the life policy. It was held 
that there was the element of life insurance risk when, 
as the court was obliged to do, one looked at each 
contract. In entering into the transaction the parties had 
intended that they be deemed independent contracts.*° 


In conclusion, I quote Justice Swan of the Second 
Circuit Court of Appeals, from the last case above 
cited and referred to—that of Commissioner v. LeGierse 

for his statements aptly summarize the purpose of 
this paper: 

“Tf it were to be conceded that there was a deliberate avoid- 
ince of estate taxes in this case, the fact would be immaterial. 
Congress permits such an avoidance by granting an exemp- 
tion, up to $40,000, of life insurance payable to beneficiaries 
other than the decedent’s executor. There is no suggestion in 
the statute that the exemption is to be denied if the insured’s 
motive in buying the insurance is to reduce the gross estate 
he may leave at death. A taxpayer is privileged to decrease 
the amount of what otherwise would be his taxes by means 
which the law permits.” 


[Taxation of Insurance Proceeds— 
State Inheritance and Estate Taxes 


(Concluded from page 698) 


more than any other kind of property to enable a man 
to meet certain recognized social obligations that it 
can claim the right to preferred legislative treatment 
under the tax laws in the interests of society. 

Today, “technical considerations, (and) niceties of 
the law of trusts or conveyances,” become of minor 
significance in the field of taxation, according to no 
less an authority than the United States Supreme 
Court itself in Helvering v. Clifford..* But the basic 
premise of the social value inherent in life insurance 
continues, and looms as a more powerful argument 
than before in the face of today’s liberal and social 
approach to even such practical problems as those 
of taxation. 

[It is worth noting that on September 11 the Board 
of Tax Appeals described as a “farce” the action of 
Wetter (403 CCH § 7504-D) “to give the appearance 


of a loss”.—Lewis Gluick. 





” Commissioner v. LeGierse, 110 Fed. (2d) 734. 
'2 309 U. S. 331, 60 S. Ct. 554, 40-1 ustc 9 9265. 


Calendar of 1940 Sessions of State Legislatures 





Jurisdiction Convened Adjourned 
Arizona (lst Sp.) Lean Spe Sys Sept. 27 
California (1st Sp.) « ee! Rae 
California (2d Sp.).... .. May 13 May 24 
California (3rd Sp.).. ... Sept. 13 Sept. 13 
California (4th Sp.). on: ie. Bioaxs . 
Illinois (1st Sp.) Apr. 30 June 5 
Kentucky ....... Jan... 2 Mar. 14 
Louisiana (1st Sp.). s. Jem 20 Jan. 25 
WMowisiand oo... . May 13 July 11 
Maine (lst Sp.) May 23 

Maine (2d Sp.). June 26 eee 
Mississippi ....... » ie 2 May 13 
Missouri (1st Sp.) ... July 22 July 27 
Nebraska (lst Sp.). Jan. 2 Jan. 13 
New Jersey ....... ae Aer rr ee : 
New Mexico (1st Sp.) serss SQPECSO Oct. 2 
ek ingen see oO Mar. 30 
New York (st Sp.):....0:......: CO2e saswods 
Ohio (ist Sp)... . June 17 June 20 
Pennsylvania (1st Sp.). ; May 6 May 16 
Rhode Island .... . Jan. 2 Apr. 24 
South Carolina .... Jan. 9 June 8 
Vermont (1st Sp.) .. jae me July 24 
Virginia .... Jan. 10 Mar. 23 
4 Recessed to Dec. 2. 2 Recessed to Nov. 12. 


713 








Join Now... 


; 7 fi 
3} } a ~ es 


3 
Dy > i 


LOC 


Annual Roll Call 
NOVEMBER 11-30, 1940 











7\4 TAX ES—The Vax Magazine November, 1044) 


















Feeady in November — 





for Your Federal Tax Problems 


Income Tax—Corporation Excess Profits Taxes—Capital 


Stock Tax—Estate Tax—Gift Tax—Other Federal Taxes 


Robert H. Montgomery’s 1910-41 


Federal Tax Handbook 













Dec. 

Aw 

Dec. 

i th issue of these E " 

A 4 s 

g xeess Profits Taxes a 

famous Tax Manuals The Feperat Tax HANDBOOK unravels the mazes = 

of the new excess profits tax law. It applies wide ‘ ” 

\ ITH additional drastic tax legislation to contend with, experience under the world war excess profits tax ‘Ga 

including an excess profits tax the like of which we hav laws to explain the methods of determining invested : 

Nnciuaing an excess | S tax € 0 c e have capital, inadmissible assets, base period earnings, - 

not seen for twenty years, you want, more than ever, the def- credits, exemptions, qualifications for special relief, La 

inite, interpretative counsel—above and beyond your mere and other provisions. | 

reference to rulings, regulations, and decisions—which is the Me 

Sher egg Riyh- , 
distinctive characteristic of the Montgomery tax manuals. 

° . ° . e Dec. 

In these books you have concentrated counsel and experience Outstanding in Its High Authority A 

yained over a quarter of a century in organizing and presenting tax sia om ae ae Ce 

information. Just as through these years they have covered income yong od ee ae Bol sexe >, 

: ae rains ; bog e > " sa :" ad ai nae a ; ( ». : Ss. S ¢ 1s wit x 

= — 7 tes ry one = future they will be constantly con Law; a Certified Public Accountant; author of Auditing, 

sulted on operation 0 the present taxes. of Federal Tax Practice, and, since 1917, of successive = 

From your point of view, the big, vital advantage that Mont- editions of his Federal Tax Handbooks. tien 

gomery’s Handbook offers can be summed up in a few words—on any Throughout its 19 issues, Montgomery’s Federal C. 

tax question, it Tax Handbook has been built for those who have tax P 

; ; ; problems of consequence. Accounting firms, law firms, 
Gives You a Trustworthy Net Answer banks, and business organizations all over the country 

mes ; : : ade use the book year after year. Among professional men Dec 

A LEADING authority and a staff of legal and accounting specialists everywhere it is continually consulted for its definite con- a 

i have done the work of research for you. They have interpreted the — e¢lysions and outspoken advice. Dec 


puzzling provisions of the law, together with the reams of cases, rulings, 


G 
and decisions that apply, into short, decisive, and considered recommen- 2.000 Pages. 2 Volumes. wef r G 


dations of what to do. 


The Handbook calls attention to options and alternative P ; D 
methods permitted under the law; helps you to take the initiative seeeeeeseees Mail This Form Now ***#2sese088 
confidently in matters involving tax policy and judgment—to 
take the long-range viewpoint in selection and application of 
right accounting procedure. The things that count in your tax 
work are all in the Handbook, brought to your fingertips by ar- 
rangement and indexing developed through years of experience. 


Make Sure You Have This Help 
Promptly—Order Now 


With Montgomery’s Federal Tax Handbook 1940-41, you 
have what you want for a complete review of any tax question 
both in its accounting and its legal aspects; your approach, your 
policy, your procedure. Its instantly available authority saves 
you an immense amount of effort. 

The Handbook will be ready late in November. Copies will 
be shipped out as soon as they come from the press. Make sure 
you have the distinctive help and protection this volume affords. 
Use the handy reply form at right. 


The Ronald Press Company, Publishers 
Dept. M422, 15 East 26th St., New York, N. Y. 
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e 
Please send me, as soon as issued, a copy of Robert H. Mont- #® 
gomery’s Federal Tax Handbook 1940-41 (two volumes), price §#® 
$17.50, as checked below: * 
& 

Within 5 days after receipt of the book I will send payment 
in full, including a few cents for delivery. se 
Enclosed is check for $17.50 in payment. (We pay delivery §& 
charges when payment accompanies order.) + 

} Charge to my regular account. : 
+ 
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Company or 


Firm Name ac : 
Above line must be filled in unless you remit with order) 


By (your name).. _.....Position 
Business Address 
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ALABAMA 
Dec. 1—— 
Automobile dealers’ reports due. 
Dec. 10—— 


Alcoholic beverage reports due from whole- 
salers, distributors and retailers. 
Automobile dealers’ reports due. 
Oil and gas conservation tax due. 
Tobacco use tax and reports due. 
Dec. 15—— 
Gasoline tax reports due from carriers, 
warehouses and transporters. 
Income tax (fourth installment) due. 
Lubricating oils tax reports due from car- 
riers, warehouses and transporters. 
Motor carriers’ mileage reports and tax 
due under 1939 Act. 
Dec. 20—— 
Automobile dealers’ reports due. 
Coal and iron ore mining tax reports and 
payment due. 
Gasoline tax reports and payment due. 
Lubricating oils taxes and reports due. 
Motor fuel tax reports and payment due. 
Sales tax reports and payments due. 
Dec. 31—— 
Carbonic acid gas reports due. 
Property tax—last day to pay balance. 


ARIZONA 
Dec. 5— 
Alcoholic beverage licensee reports due. 
Dec. 15—— 
Gasoline tax reports and payment due. 
Gross income reports and payment due. 
Motor carriers’ reports and taxes due. 
Dec.—Third Monday—— 
Express companies—last day to pay tax. 
Private car company taxes delinquent. 
Dec. 25—— 
Motor fuel carriers’ reports due. 
ARKANSAS 
Dec. 10 
Alcoholic beverage reports and taxes due. 
National resources—statement of purchases 
due. 
Natural resources severance tax 
and payment due. 
Dec. 15—— 
Sales tax reports and payment due. 
Dec. 20 
Gasoline tax reports and payment due. 
Dec. 31—— 
Automobile manufacturers’ license tax ex- 
pires. 
Motor vehicle registration and fees due. 





reports 





CALIFORNIA 
Dec. 1—— 
Gasoline tax due. 
Dec. 5—— 
Private car tax due. 


Dec. 15—— 
Gasoline tax reports due. 
Income tax (third installment) due. 
Use fuel taxes and reports due. 


Dec. 20—— 
Beer and wine reports and taxes due. 
Motor carriers’ gross receipts taxes and re- 
ports due. 


COLORADO 
Dec. 5—— 
Motor carriers’ compensation taxes due. 
Dec. 10. 
Motor carriers’ mileage statements due. 
Dec. 15—— ? 
Coal mine owners’ reports due. 
Coal tonnage tax reports due. 
Income tax (fourth installment) due. 
Sales tax reports and payment due. 
Service tax reports and payment due. 
Use tax reports and payment due. 
Dec. 25—— 
Gasoline tax reports and payment due. 
Dec. 31—— 
Motor vehicle registration due. 





CONNECTICUT 

Dec. 1—— 

Gasoline tax due. 
Dec. 15—— 

Gasoline tax reports due. 
Dec. 20—— 

Alcoholic beverage tax 

ment due. 


reports and pay- 


DELAWARE 
Dec. 15—— 
Alcoholic beverage reports due from im- 
porters and manufacturers. 
Filling station’s gasoline tax reports due. 
Income tax (fourth installment) due. 
Dec. 31— 
Carriers’ gasoline tax reports due. 
Distributors’ gasoline taxes and 
due. 


reports 


DISTRICT OF COLUMBIA 
Dec. 10—— 

Alcoholic beverage reports due from li- 
censed manufacturers, wholesalers and 
retailers. 

Beer reports due from licensed manufac- 
turers and wholesalers. 


Dec. 15— 
Beer tax due. 
Dec. 31—— 
Gasoline tax reports and payment due. 
FLORIDA 
Dec. 10—— 


Alcoholic beverage reports due from deal- 
ers and manufacturers. 
Dec. 15—— 
Alcoholic beverage reports due from trans- 
porters and carriers. 


vis 
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Chain store gross receipts tax reports and 
payment due. 
Gasoline tax reports and payment due. 


GEORGIA 
Dec. 10—— 
Tobacco wholesale dealers’ reports due. 
Dec. 15—— 
Malt beverage taxes and reports due. 


Dec. 20—— 
Bank share tax delinquent. 
Gasoline tax reports and payment due. 
Intangible personal property tax delin- 
quent and interest-bearing. 
Property tax delinquent and interest-bear- 


ing. 
Dec. 31—— 
Chain store and mail order house tax due. 
IDAHO 
Dec. 10—— 
Beer dealers’ reports due. 
Dec. 15—— 
Electric power company reports and taxes 
due. 


Gasoline tax reports and payment due. 


Dec.—Fourth Mouday 
Personal property tax due. 





Property tax (semi-annual installment) 
due. 
ILLINOIS 
Dec. 10—— 
Motor carriers’ mileage tax due. 
Dec. 15—— 
Alcoholic beverage reports—last day to 
file. 
Alcoholic beverage reports due from ware- 
housemen. 


Public utility reports and taxes due. 
Sales tax reports and payment due. 


Dec. 20—— 

Gasoline tax reports and payment due. 
Dec. 30—— 

Transporters’ gasoline tax reports due. 


INDIANA 
Dec. 15— 
Bank and trust company intangibles 
reports due. 
Bank share tax reports due. 
Carriers’ gasoline tax reports due. 
Dec. 20—— 
Bank and trust company intangibles 
due. 
Bank share tax due. 
Building and loan association intangible 
tax reports and payment due. 
Dec. 25—— 
Gasoline taxes and reports due. 
Dec. 31—— 


Motor vehicle registration fees due. 
Private car company taxes due. 


tax 


tax 
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IOWA 
Dec. 10—— 
Carriers’ gasoline tax reports due. 
Class ‘‘A’’ permittees’ beer taxes and re 
ports due. 





Reports of vendors of cigarettes, cigarette 
papers, etc., due. 
Dec. 20—— 
Gasoline taxes and reports due. 


KANSAS 
Dec. 10—— 
Malt beverage taxes and reports due. 
Dec. 15— 
Carriers’ gasoline tax reports due. 
Compensating taxes and reports due. 
Motor carriers’ gross ton mileage taxes 
and reports due. 
Dec. 20—— 
Bank share tax due. 
Property tax (first installment) due. 
Sales tax reports and payment due. 
Dec. 25—— 
Gasoline taxes and reports due. 
Dec. 31 
Express companies 





last day to pay tax. 


KENTUCKY 
Dec. 10 
Alcoholic beverage reports due. 
Cigarette tax reports due. 
Refiners’ and importers’ gasoline tax re- 
ports due. 
Dec. 15— 
Motor vehicle fuel (other than gasoline) 
taxes and reports due. 
Passenger carriers’ mileage tax due. 
Public utility gross receipts taxes and re 
ports due. 
Dec. 20 
Oil production taxes and reports due. 
Dec. 31 
Dealers’ and transporters’ gasoline taxes 
and reports due. 











LOUISIANA 
Dec. 1 
Wholesalers’ tobacco reports due. 
Dec. 10—— 
Importers’ gasoline taxes and reports due. 
Importers’ kerosene taxes and reports due. 
Importers’ light wines and beer reports 
due. 
Importers’ lubricating oils reports due. 
Dec. 15—— 
Carriers’ gasoline tax reports due. 
Carriers’ kerosene tax reports due. 
Carriers’ light wines and beer reports due 
Carriers’ lubricating oils reports due. 
Manufacturers’ and dealers’ intoxicating 
liquor reports due. 
Wholesaler’s tobacco reports due. 








Dec. 20—— 
Dealers’ and manufacturers’ light wines 
and beer tax reports due. 
Dealers’ gasoline taxes and reports due. 
Dealers’ kerosene taxes and reports due. 














TAXES- 
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Fuel use taxes and reports due. 
Lubricating oils tax due; dealers’ reports 
due. 
New Orleans sales and use taxes and re- 
ports due. 
Petroleum solvents reports due. 
Sales and use taxes and reports due. 
Dec. 30—— 
Severance tax on brine reports and taxes 
due. 
Dec. 31 
Bank share tax due. 
Foreign corporation reports due. 
Property tax due. 
Public utility supervision and inspection 
fees due. 





MAINE 





Dec. 1 
Gasoline tax due. 
Dec. 10—— 
Manufacturers’ and wholesalers’ malt bev- 
erage reports due. 
Dec. 15—— 
Gasoline tax reports due. 
Railroad and street railroad tax (install- 
ment) due. 


MARYLAND 

Dec. 10 

Admissions tax payment due. 

Dec. 31 
Beer tax reports and payment due. 

Gasoline tax reports and payment due. 








MASSACHUSETTS 
Dec. 10 





Alcoholic beverage excise taxes and re- 


turns due. 
Dec. 15— 


Cigarette distributors’ tax reports and pay- 


ment due. 

Dec. 31 
yasoline tax reports and payment due. 

Motor vehicle registration and fees due. 











MICHIGAN 
Dec. 1 
Steam vessel tonnage taxes and returns 
due. 


Dec. 5— 
Carriers’ gasoline tax reports due. 
Dec. 15—— 
Sales tax reports and payment due. 
Use taxes and reports due. 
Dec. 20 
Distributors’ 
due. 





gasoline taxes and 


Gas and oil severance taxes and reports 


due. 


MINNESOTA 
Dec. 5—— 
Diesel fuel reports due. 


Gasoline tax — affidavit for out of state 


shipments due. 
Dec. 10—— 


Wholesalers’, brewers’ and manufacturers’ 


alcoholic beverage reports due. 
Dec. 15— 
Interstate motor carriers’ mileage tax due 
Dec. 25—— 
Gasoline tax payments due 


MISSISSIPPI 
Dec. 1 
Bank share tax due. 





Electric light and power, express, pipe 
line, sleeping car, telegraph and tele- 


phone company taxes due. 


reports 


November, 1940 


Dec. 15— 
Gasoline tax reports due. 
Manufacturers, distributors’ and 
salers’ tobacco reports due. 
Retail sales taxes and reports due. 


whole- 





Timber severance reports and taxes due. 

Use tax and reports due. 

Wholesalers’, distributors’, retailers,’ and 
common carriers’ light wines and beer 
reports due. 


MISSOURI 
Dec. 1—— 
Income tax (fourth installment) due. 
Dec. 5—— 
Non-intoxicating beer permittees’ reports 
due. 
Dec. 15—— 
Retail sales tax and reports due. 
Gasoline tax reports due. 
Dec. 25—— 
Gasoline tax due. 


MONTANA 
Dec. 15—— 
Brewers’ and liquor wholesalers’ taxes and 
reports due. 
Electric company reports and taxes due. 
Gasoline tax reports and payment due. 
Dec. 20—— 
Producers’, transporters’, dealers’ and re 
finers’ crude petroleum reports due. 


NEBRASKA 
Dec. 1—— 
Domestic insurance company premiums tax 
due. 
Personal property tax (first installment) 
due. 


Dec. 15— 
Gasoline tax reports and payment due. 
Imitation butter tax and reports due. 


Manufacturers’ and wholesalers’ alcoholic 


beverage reports due. 


NEVADA 

Dec. 1 

Petroleum products report and fees due. 
Dec.—First Monday 

Property tax (first installment) due. 
Dec. 15—— 

Carriers’ gasoline tax reports due. 
Dec. 25—— 

Dealers’ gasoline taxes and reports due 

Use fuel tax report and tax due. 








NEW HAMPSHIRE 
Dec. 1—— 
Gasoline tax due. 
Property tax due. 





Dec. 10—— 

Alcoholic beverage taxes and reports due. 
Dec. 15— 
Gasoline tax reports due. 
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NEW JERSEY 
Dec. 1—— 


Public utilities using the streets—third in- 
stallment of tax due. 





Dec. 10—— 

Busses and jitneys in municipalities—gross 
receipts taxes and reports due. 

Interstate busses—excise taxes and reports 
due. 

Dec. 15—— 

Manufacturers’, distributors’, transport- 
ers’, warehousemen’s and importers’ al- 
coholic beverage reports and taxes due. 

Dec. 20 
Retail consumption and distribution alco- 
holic beverage taxes and reports due. 
Dec. 30—— 
Carriers’ gasoline tax reports due. 
Dec. 31—— 

Distributors’ gasoline taxes and reports 

due. 





NEW MEXICO 
Dec. 1—— 
Bank tax delinquent. 
Property tax (semi-annual 
due. 
Dec. 15— 
Occupational gross income tax reports and 
payment due. 
Oil and gas conservation tax reports due. 
Severance taxes and reports due. 
Dec.—Third Monday— 
Express companies—last day to pay tax. 
Dec. 20 
Motor carriers’ reports and taxes due. 
Dec. 25—— 
Gasoline taxes and reports due. 
Use or compensating taxes and reports 
due. 


installment) 





NEW YORK 
Dec. 20—— 
Alcoholic beverage taxes and, reports due. 
Dee. 25— 
New York City conduit company taxes and 
reports due. 
New York City public utility excise tax 
and returns due. 
Public utility additional taxes and reports 
due. 
Dee. 31— 
Gasoline taxes and reports due. 


NORTH CAROLINA 
Dec. 10 
Alcoholic beverage tax and railroad reports 
due. 
Carriers’ gasoline tax reports due. 
Dec. 15— 
Sales tax and reports due. 








Spirituous liquor tax due. 
Use tax and reports due. 


Dec. 20—— 


Distributors’ gasoline taxes and reports 
due. 


STATE TAX CALENDAR 


NORTH DAKOTA 

Dec. 15—— 

Alcoholic beverage transactions taxes and 
reports due. 

Gasoline tax reports and payment due. 
Income tax (fourth installment) due. 
Interstate motor carriers’ tax due. 

Dec. 31 
Bank share tax due. 
Telephone corporation tax due. 





OHIO 
Dec. 10—— 
Admissions taxes and reports due. 
Class ‘‘A’’ and ‘‘B’”’ permittees’ alcoholic 
beverage reports due. 
Dec. 15—— 
Cigarette use taxes and reports due. 
Utility excise tax delinquent. 
Dec. 20 
Dealers’ gasoline tax reports due. 
Real and public utility property tax (semi- 
annual installment) due. 
Dec. 30. 
Carriers’ gasoline tax reports due. 
Dec. 31 
Gasoline tax due. 











OKLAHOMA 
Dec. 1 
Oil, gas and mineral gross production taxes 
and reports due. 
Dec. 5—— 
Mine operators’ (other than coal mines) 
reports due. 
Dec. 10 
Airports’ gross receipts taxes and reports 
due. 
Alcoholic beverage taxes and reports due. 
Cigarette tax reports due. 











Dec. 15—— 
Gasoline taxes and reports due. 
Sales tax and reports due. 

Dec. 20—— 
Coal mine operators’ reports due. 
Diesel fuel oil reports and taxes due. 
Use taxes and reports due. 


OREGON 

Dec. 10—— 

Oil production taxes and reports due. 
Dec. 15—— 

Property tax (quarterly installment) due. 
Dec. 20—— 

Alcoholic beverage reports and taxes due. 

Gasoline taxes and reports due. 

Motor carriers’ reports and taxes due. 


PENNSYLVANIA 
Dec. 10—— 

Malt beverage reports due. 

Spirituous and vinous liquor importers’ re- 
ports due. 

Dec. 15—— 

Employers’ reports of tax withheld at 
source due under Philadelphia Income 
Tax Law. 

Manufacturers’ alcoholic beverage taxes 
and reports due. 

Philadelphia income tax (fourth install- 
ment) due. 

Dec. 31—— 
zasoline taxes and reports due. 


RHODE ISLAND 

Dec. 1 

Alcoholic beverage license fees (except re- 
tailer’s class ‘‘F’’ and ‘‘G’’) due. 
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Dec. 10—— 
Manufacturers’ alcoholic beverage reports 
due. 


Tobacco products tax reports due. 


Dec. 15—— 
Gasoline taxes and reports due. 





SOUTH CAROLINA 
Dec. 10—— 
Admissions taxes and reports due. 
Beer and wine wholesalers’ reports due. 
Power tax returns—last day to file. 
Dec. 15—— 
Motor fuel taxes and reports due. 
Dec. 20—— 
Gasoline taxes and reports due. 
Dec. 31 
Property tax (installment) due. 





SOUTH DAKOTA 

Dec. 1—— 

Passenger motor carriers’ taxes due. 
Dec. 15—— 

Alcoholic beverage sales reports due. 

zyasoline tax reports due. 

Sales tax and reports due. 

Use tax and reports due. 


TENNESSEE 
Dec. 1—— 
Cigarette and tobacco monthly license tax 
report due. 
Cottonseed oil mill reports due during 
month. 
Dec. 10—— 


Alcoholic beverage reports—last day to file. 
Barrel tax on beer due. 
Carriers’ gasoline tax reports due. 
Gasoline inspection reports and fees due. 
Dec. 20—— 
Gasoline dealers,’ distributors’ and storers’ 
monthly taxes and reports due. 
Liquid carbonic acid gas report, and li- 
cense taxes due. 
Dec. 31 
Motor carriers’ license and inspection fees 
due. 





TEXAS 
Dec. 15— 
Oleomargarine dealers’ taxes and reports 
due. 
Dec. 20—— 
Gasoline taxes and reports due. 
Dec. 25—— 
Carbon black production taxes and reports 
due. 
Natural gas production taxes and reports 
due. 
Oil production taxes and reports due. 
Theatres’ prizes and awards taxes and 
payments due. 
Dec. 31 
Chain store tax due. 





od 


me ee 


UTAH 





Dec. 10—— 


Carriers’ gasoline tax reports due. 
Liquor licensee reports due. 










































































































718 


Dec. 15—— 
Distributors’ and retailers’ gasoline taxes 
and reports due. 
Franchise (income) 
ment) due. 


tax (fourth install- 


VERMONT 
Dec. 10—— 
Alcoholic beverage taxes and reports due. 
Dec. 15—— 
Electric light and power company reports 
and taxes due. 
Personal income tax 
due. 
Dec. 31 
Gasoline taxes and reports due. 
Sleeping, parlor and dining car company 
taxes due. 


(fourth installment) 





VIRGINIA 
Dec. 5—— 
Individual income tax due. 
Property tax—last day to pay. 
Dec. 10. 
Beer dealers’, 
reports due. 
Dec. 20—— 
Gasoline taxes and reports due. 
Use fuel taxes and reports due. 





bottles’ and manufacturers’ 


WASHINGTON 
Dec. 10— 
Malt products brewers’ 
ers’ reports due. 
Dee. 15—— 
Butter substitute taxes and reports due. 
Gasoline taxes and reports due. 


. 


and manufactur- 


WEST VIRGINIA 
Dec. 1 
Property tax (semi-annual installment) de- 
linquent. 
Dec. 10—— 
Alcoholic beverage taxes and reports due. 
Dec. 15—— 
Sales tax and reports due. 
Dec. 30 
yasoline taxes and reports due. 








WISCONSIN 

Dec. 1 

Beer tax reports due. 
Dec. 10 

Alcoholic beverage reports due. 

Tobacco products tax returns due. 
Dec. 15—— 

Coal docks tax due. 

Grain elevator tax due. 

Scrap iron and scrap steel docks taxes due. 
Dec. 20—— 


Gasoline and diesel fuel taxes and reports 
due. 
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Dec. 30—— 


Transportation 


company gasoline reports 


due. 


Dec. 31—— 


Dec. 1 
Metalliferous miners’ reports due. 


Liquor licenses, except manufacturers, 
wholesalers’ and rectifiers’ licenses, expire. 
Motor vehicle registrations expire. 
Privilege dividends return and tax due. 


WYOMING 





Dec. 10—— 


Carriers’ gasoline tax reports due. 


Dec. 15—— 


Gasoline taxes and reports due. 
Sales tax and reports due. 
Use taxes and reports due. 


Dec. 20—— 


Dec. 31 


Motor carriers’ taxes and reports due. 





Express company gross receipts tax due. 


FEDERAL TAX CALENDAR 


Dec. 15—— 


A Fundamental Reason for Not Taxing Sav- 
ings by Irving Fisher, Professor of Eco- 
nomics, Emeritus, Yale University. 


Railroad Assessments in Illinois by Mary 
Louise Ramsey, Attorney, Chicago. 


a 


Tax Valuations of Public Utility Property 
by James W. Martin, Director, Bureau 
of Business Research, University of Ken- 


The Second Revenue Act of 1940 by Leo H. 
Hoffman, Attorney, New York City. 


Corporation income tax and excess profits 
tax return due for fiscal year ended Sep- 
tember 30. Form 1120. 


Entire income-excess profits tax or first 
quarterly installment due on returns for 
fiscal year ended September 30. Forms 
1040, 1041, 1120, 1120H, 1120L. 


Entire income tax or first and second quar- 
terly installments due under general ex- 
tension (citizens abroad, etc.) for fiscal 
year ended June 30, with interest at 6% 
from September 15 on first installment. 
Form 1040 or 1120. 


Entire income tax or first quarterly in- 
stallment due on returns of nonresidents 
for fiscal year ended June 30. Forms 
1040, 1120NB. 


Fiduciary income tax return due for fiscal 
year ended September 30. Form 1041. 


Foreign partnership return of income due 
by general extension for fiscal year ended 
June 30. Form 1065. 


Individual income tax return due by gen- 
eral extension for fiscal year ended 
June 30, in case of American citizens 
abroad. Form 1040. 


Individual income tax return due for fiscal 
year ended September 30. Form 1040. 


Last quarterly income tax payment due on 
returns of nonresidents for fiscal year 
ended September 30, 1939. Forms 1040B, 
1040NB, 1040NB-a, 1120NB. 


Life insurance company income tax returns 
due for fiscal year ended September 30. 
Form 1120L. 


Articles to Appear in Future Issues... 







The Cost Basis of Property Acquired in 


Attorney, Problems 


Recent Tax Decisions and the Doctrine 

Stare Decisis by Samuel O. Clark, Jr., 
Assistant Attorney General of the United 
States, Washington, D. C. 


Functions and Procedure of the Wisconsin 
Board of Tax Appeals by Harry Slater, 
Member, Wisconsin BTA, Madison. 


Espousing Spouses for Taxation Purposes 
by Sydney A. Gutkin and Milton J. Les- 
nik, Attorneys, Newark. 


in Federal 
Walter Gellhorn, Director, U. 
ney General’s Committee on Administra- 
tive Procedure, Washington, D. C. 


November, 1940 


Monthly information return of stockhold- 
ers and directors of foreign personal 
holding companies due for September. 
Form 957. 


Nonresident alien individual income tax 
return due for fiscal year ended June 30, 
Form 1040B. 


Nonresident alien individual income tax 
return due (no U. S. business or office) 


for fiscal year ended June 30. Form 
1040NB. 
Nonresident foreign corporation income 
tax return due for fiscal year ended 


June 30. Form 1120NB. 


Partnership return of income due for fiscal 
year ended September 30. Form 1065. 


Personal holding company returns due for 
fiscal year ended September 30. Form 
1120H. 


Resident foreign corporations and domes- 
tic corporations with business and books 
abroad or principal income from U. S. 
possessions—returns due for fiscal year 
ended June 30 by. general extension. 
Form 1120. 


Second quarterly income-excess profits tax 
payment due for fiscal year ended June 
30. Forms 1040, 1041, 1120, 1120H, 1120L. 


Second quarterly income tax payment due 
on returns of nonresidents for fiscal year 
ended March 31. Forms 1040B, 1120NB. 


Stockbrokers’ monthly return of stamp ac- 
count due for November. Form 8338. 


Third quarterly income-excess profits tax 
payment due for fiscal year ended March 
31. Forms 1040, 1041, 1120, 1120H, 1120L. 


Dec. 20—— 

Monthly information return of ownership 
certificates and income tax to be paid at 
source on bonds due for November. Form 
1012. 


Dec. 31—— 


Admissions, dues and safety deposit box 
rentals tax due for November. Form 72". 


Excise tax on electrical energy, telegraph 
and telephone facilities and transporta- 
tion of oil by pipe line due for Novem- 


ber. Form 727. 

Excise tax on lubricating oils, fancy 
wooden matches, and gasoline due fo! 
November. Form 726. 

Excise taxes on sales due for November. 
Form 728. 

Processing tax on oils due for November. 
Form 932. 


Sugar (manufactured) tax due for Novem- 
ber. Form 1 (Sugar). 


Tax Procedure by 
S. Attor- 
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Appellate and Lower Courts 


Capital Net Loss Not Adjusted to Annual Basis.—Under 
the 1932 Act the taxpayer was allowed to change to a fiscal 
year basis. The court holds that, in computing the tax for 
the seven months in controversy, only the net income, as 
defined in Sec. 21, shall be placed on an annual basis and not 
the ordinary net income, excluding capital losses. 

Reversing Board of Tax Appeals decision, 37 BTA 1112, 
CCH Dec. 10,065, reported at 402 CCH { 868A.05.—U. S. Cir- 
cuit Court of Appeals, Sixth Circuit, in C. C. Partee v. Com- 
misstoner of Internal Revenue. No. 8128. 

Condemnation Award—Interest—Contract Construed.—The 
court construes the contract between taxpayer and the City 
of Detroit as one for the payment of an award made in pro- 
ceedings whereby the city acquired real estate by exercise of 
the power of eminent domain and not one for the purchase 
of real estate. Interest on the deferred payments was not 
exempt as interest on an obligation of a political subdivision 
of a state. The Court follows the decision of the Court of 
Claims in William Land Co. v. U. S. (40-1 ustc J 9224) involv- 
ing the same agreement.—U. S. District Court, Eastern Dist. 
of Michigan, Southern Division, in George M. Holley v. United 
States. No. 1359. 


Consolidated Net Loss under 1928 Act.—Art. 41 (b), Reg. 
75, is valid, and, accordingly, the plaintiff, having consented 
to be bound by Reg. 75 prior to filing its 1929 consolidated 
return, is required thereby to carry forward the consolidated 
net loss sustained by the affiliated group for the year 1927 as a 
deduction in determining its consolidated net taxable income 
for 1929, in the same manner as if such affiliated group were a 
single corporation.—U.'S. District Court, Dist. of Massachu- 
setts, in S. Slater & Sons, Inc. v. Thomas W. IVhite, Formerly 
Collector of Internal Revenue, Dist. of Massachusetts; S. Slater 
& Sons, Inc. v. Thomas White, Collector, etc. Law Nos. 7145, 
7146. 


Income Status—Amount Received in Litigation Pending 
Appeal.—The sum of $522,895.11 received in 1932 by taxpayer 
from Shell Oil Co. under decree of court, was income to the 
taxpayer even though, as the result of appeal to the Supreme 
Court of California, it was returned, with accretions, to the 
Shell Oil Co. Under the law of California as judicially inter- 
preted the taxpayer was the absolute owner of the money 
until the lower court was reversed. The Board is instructed 
to determine, upon remanding, the amount deductible as be- 
longing to another, and the question of taxability of interest 
on United States securities purchased with the proceeds of the 
litigation. 

Reversing Board of Tax Appeals decision, 40 BTA 353, 
CCH Dec. 10,793—U. S. Circuit Court of Appeals, Ninth 
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DEPARTMENTAL 


Circuit, in Commissioner of Internal Revenue v. Alamitos Land 


Co. No. 9404. 


Income Status—Salary Bonus Paid in Stock.—In 1930 and 
1931, the taxpayer, who was on the cash basis, accepted no 
par common stock of a corporation in payment of accrued 
bonuses due him for past services. It is held that he realized 
income to the extent of the fair market value (as determined 
by the Board of Tax Appeals) of the stock at the time of 
receipt. The Commissioner contended that the income realized 
was the amount credited to the taxpayer’s account for unpaid 
bonuses, by which payment for the stock was effected, such 
amount representing the subscription price for the stock, and 
being in excess of the fair market value. 


Affirming Board of Tax Appeals memorandum decision, 
CCH Dec. 9935-W, reported at C. I. §53.126—U. S. Circuit 
Court of Appeals, Sixth Circuit, in Commissioner of Internal 
Revenue v. IV. W. Vandeveer. No. 8168. 


Interest Deficiency — Waiver of Assessment Restrictions 
Filed.—A waiver of the restrictions upon the assessment and 
collection of a deficiency, under Sec. 274 (a), 1926 Act, and 
Sec. 272 (a), 1928 Act, was valid and stopped the running of 
interest on the amount of tax stated in the waiver, although 
the waiver (Form 870) was executed and delivered prior to 
mailing of the deficiency notice by the Commissioner. Fur- 
thermore, on the waiver for taxes on a consolidated return, 
the signature of the parent company was sufficient. Roos v. 
U.S. (Ct. Cls.); 40-1 ustc J 9223, 31 Fed. Supp. 144, and Moore 
v. Cleveland Ry. Co. (CCA-6), 40-1 ustc J 9180, 108 Fed. (2d) 
656, followed.—U. S. District Court, Western Dist. of Penn- 
sylvania, in Diamond Alkali Co., Standard Portland Cement 
Co., Sunshine Soda Co., Inc., and Diamond Alkali Co. v. William 
Driscoll, Individually and as Collector of Internal Revenue, 
Twenty-third Dist. of Pennsylvania. Nos. 319-322. 


Board of Tax Appeals 


Gain or Loss—Basis.—During 1934 and 1935 petitioner sold 
certain securities which it had acquired from a bank at the 
cost of the securities to the bank. The securities so acquired 
could have been purchased on the open market for less than 
the amounts paid the bank. The petitioner was controlled by 
certain stockholders of the bank through common stock 
ownership, and the petitioner’s transactions during the taxable 
years were primarily in securities acquired from the bank. On 
the evidence that the interests of the parties were not adverse 
and that the transactions were not at arm’s length, the Board 
upholds the respondant’s determination that the amount paid 
the bank in excess of market was for a purpose other than 
the acquisition of the securities, and petitioner’s basis for 
determining gain or loss on sales during 1934 and 1935 is the 
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prevailing market price of the securities at dates of acquisi- 
tion. —Majestic Securities Corp. v. Commissioner, Decision 11,304 
[CCH]; Docket 93280. 42 BTA —, No. 106. 


Gain or Loss—Recognition.—The petitioner in 1936 entered 
into a contract with a supply company for the installation of 
new fixtures and equipment in consideration for the old fix- 
tures and equipment and a cash payment. On the ground that 
the transaction amounted to an abandonment of the old bank 
fixtures, the petitioner claimed as a loss the difference between 
their basis and the “salvage value” under Sec. 23(f), 1936 Act. 
Following W. H. Hartman Co., 20 BTA 302, CCH Dec. 6183, 
and National Outdoor Advertising Bureau v. Helvering (CCA-2), 
37-1 ustc J 9289, 89 Fed. (2d) 878, it is held that the transaction 
constituted an exchange of property held for productive use 
or investment, on which no loss will be recognized, pursuant 
to Sec. 112(b)(1), 1936 Act.—Beckley National Exchange Bank 
11,302-A [CCH]; Docket 98372. 


7 


v. Commissioner, Decision 
Memorandum opinion. 


Gift Tax—Valuation—Beneficial Interest in Trust Income— 
Stock.—(1) Where a gift is of a beneficial interest under a 
trust, the corpus of which is composed of common stock of a 
corporation having a large and liquid surplus, and where the 
trustees have the power to dispose of such stock at their 
discretion and to substitute other securities as corpus, it is 
held that it cannot be said that the income of such beneficial 
life interest is determinable, even though there is evidence 
that in past years an approximately uniform dividend policy 
has been followed by the issuer of the stock. Therefore, under 
the facts in this case, the Commissioner did not err in making 
the basis of his calculation of the value of petitioner’s interest 
under the trust a hypothetical annuity at the rate of 4 per 
cent of the trust corpus. 


(2) Upon consideration of various factors, including earn- 
ings, marketability, dividend policy, management, and net 
worth of the issuing corporation, it is held that value of the 
common stock of the Brunswig Drug Co. in 1936 was $325 per 
share, which compares with $700 as determined by the Com- 
missioner and $180 as appraised by the taxpayer. The Board 
rejects the opinion of an expert witness who testified on behalf 
of the petitioner, not being satisfied with the soundness of the 
reasoning disclosed by his testimony. — Marguerite Wogan 
Brunswig v. Commissioner, Decision 11,302-C [CCH]; Docket 
95658. Memorandum opinion. 


Bureau of Internal Revenue 


Admissions Tax.—An amount paid for admission to a 
swimming pool or “any place” operated by a city or other 
municipality is subject to tax under section 1700(a)1 of the 
Internal Revenue Code, as amended, if the admission charge 
is 21 cents or more.—S. T. 907, 1940-37-10418 (p. 6). 


Admissions Tax—Computation.—The date an amount is 
paid (1) for admission to any place, (2) as dues or initiation 
fees, or (3) for the lease of a safe deposit box governs in 
determining whether the rates in effect prior to July 1, 1940, 
or the rates in effect on and after that date, apply regardless 
of whether the admission takes place before or on or after 
July 1, 1940, or whether the dues, initiation fees, or safe deposit 
box rentals cover periods beginning or ending prior to, or on 
or after, that date—S. T. 904, 1940-32-10377 (p. 6). 


Assessment of Tax—Period of Limitation—Where a dece- 
dent’s federal income tax return for the calendar year 1936 
was closed and an assessment made under section 275(b) of 
the Revenue Act of 1936 and, after the eighteen-month limi- 
tation period for assessment provided in that section had ex- 
pired, it was discovered that additional income in excess of 
25 per centum of the amount of gross income stated in the 
return for 1936 was includible in the return for that year, 
section 275(c) of the Revenue Act of 1936, permitting assess- 
ment within five years after the return was filed, is applicable. 
—G.C. M. 22248, 1940-36-10407 (p. 6). 


TAX ES—The Tax Magazine 


November, 1940 


The New Excess Profits Tax 


(Concluded from page 706) 
Conclusion 


Congress has made it clear, through the Conference 
Committee report, that we “aint seen nothin’ yet.” 
Further studies have been ordered on various subjects 
thus far compromised or omitted. For aught we can 
now tell, the tax stork will kick the gong three times 
this year. Or it may come around early next year 
with a delayed delivery intended for and applied to 
this year. Either way, the newcomers pack mean 
wallops and make us sit up and take notice. It’s a 
man-sized job trying to keep pace with that sort of kid! 

Adam Smith once said that taxation is the badge of 
democracy. If he meant that literally, our country is 
safe for democracy for a long time, and we'll be wear- 
ing a mighty big badge to show it. 


STATEMENT OF THE OWNERSHIP, MANAGEMENT, CIRCULA- 
TION, ETC., REQUIRED BY THE ACTS OF CONGRESS 
OF AUGUST 24, 1912, AND MARCH 3, 1933 


Of TAXES, The Tax Magazine, published at Chicago, Illinois, 
for October 1, 1940. 


State of Illinois { .. 
County of Cook § >> 

Before me, a Notary Public in and for the State and county afore- 
said, personally appeared George J. Zahringer, who, having been 
duly sworn according to law, deposes and says that he is the Busi- 
ness Manager of TAXES, The Tax Magazine, and that the following 
is, to the best of his knowledge and belief, a true statement of the 
ownership, management (and if a daily paper, the circulation), etc., 
of the aforesaid publication for the date shown in the above caption, 
required by the Act of August 24, 1912, as amended by the Act of 
March 3, 1933, embodied in section 537, Postal Laws and Regulations, 
printed on the reverse of this form, to wit: 

1. That the names and addresses of the publisher, editor, man 
aging editor, and business managers are: 

Publisher, Commerce Clearing House, Inc., Chicago, Illinois. 

Editor, William N. Wise, Chicago, Illinois. 

Managing Editor, None. 

Business Manager, George J. Zahringer, Chicago, Illinois. 

2. That the owner is: (If owned by a corporation, its name and 
address must be stated and also immediately thereunder the names 
and addresses of stockholders owning or holding one per cent or 
more of total amount of stock. If not owned by a corporation, the 
names and addresses of the individual owners must be given. If 
owned by a firm, company, or other unincorporated concern, its 
name and address, as well as those of each individual member, must 
be given.) Commerce Clearing House, Inc., Chicago, Illinois. Stock- 
holders of Owning Corporation: Briarcliff Farms, Inc., Millbrook, 
N. Y., The Corporation Trust Co. (N. J.), 15 Exchange Place, Jersey 
City, N. J.; The Corporation Trust Co. (N. Y.), 120 Broadway, 
New York, N. Y. 

3. That the known bondholders, mortgagees, and other security 
holders owning or holding 1 per cent or more of total amount of 
bonds, mortgages, or other securities are: (If there are none, so 
state.) None. 

4. That the two paragraphs next above, giving the names of the 
owners, stockholders, and security holders, if any, contain not only 
the list of stockholders and security holders as they appear upon the 
books of the company but also, in cases where the stockholder o1 
security holder appears upon the books of the company as trustee 
or in any other fiduciary relation, the name of the person or corpo- 
ration for whom such trustee is acting, is given; also that the said 
two paragraphs contain statements embracing affiant’s full knowl- 
edge and belief as to the circumstances and conditions under which 
stockholders and security holders who do not appear upon the books 
of the company as trustees, hold stock and securities in a capacity 
other than that of a bona fide owner; and this affiant has no reason 
to believe that any other person, association, or corporation has 
any interest direct or indirect in the said stock, bonds, or other 
securities than as so stated by him. 


[Signed] George J. Zahringer, 
Business Manager. 
Sworn to and subscribed before me this 30th day of Septem- 
ber, 1940. 


[Signed] Lester Johnson. 


(My commission expires Nov. 6, 1941. 
[Seal] 








